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SECURITIES  AND  EXCHANGE 
COMMISSION 

[  17  CFR  Part  240  ] 

[Release  No.  34-13388;  Pile  No.  S7-613] 

SECURITIES  TRANSACTIONS  BY  MEM¬ 
BERS  OF  NATIONAL  SECURITIES  EX¬ 
CHANGES 

AGENCY :  Securities  and  Exchange 
Commission. 

ACTION:  Proposed  rules. 

SUMMARY:  On  January  27,  1976,-  the 
Commission  requested  public  comment 
on  Section  11(a)  of  the  Securities  Ex¬ 
change  Act  of  1934.1  The  public  response 
indicated  that  there  are  extremely  seri¬ 
ous  and  difficult  policy  questions  to  be 
addressed  with  respect  to  the  impact  of 
Section  11(a).1 3  In  order  to  provide  some 
focus  for  additional  public  discussion, 
the  Commission  is  proposing  three  rules 
for  consideration  and  is  providing  a  de¬ 
tailed  background  discussion.1  In  certain 
cases,  the  rule  proposals  present  differ¬ 
ent  solutions  to  the  same  problem  or  are 
otherwise  duplicative.  It  is  anticipated 
that  the  discussion  process  will  assist  the 
Commission  in  choosing  principles  em¬ 
bodied  in  some  of  the  rules  while  discard¬ 
ing  others.  Nevertheless,  commentators 
are  urged  to  address  all  Issues  which  they 
believe  relevant,  even  if  a  specific  issue 
is  not  raised  by  any  of  the  proposed  rules, 
and  to  advance  alternative  solutions  to 
the  problems  discussed  herein. 

DATES:  Comments  should  be  received 
by  May  15,  1977. 


1  Securities  Exchange  Act  Release  No.  12055 
(Jan.  27,  1976),  41  PR  8075  (Feb.  24,  1976). 
Section  11(a)  of  the  Securities  Exchange  Act 
of  1934  prohibits  an  exchange  member  from 
effecting  transactions  on  that  exchange  for 
its  own  account,  the  account  of  an  associated 
person,  or  an  account  managed  by  the  mem¬ 
ber  or  an  associated  person.  The  general  pro¬ 
hibition  is  qualified  by  eight  exceptions,  one 
of  which  is  a  grant  of  rulemaking  authority 
to  the  Commission.  In  addition,  the  Commis¬ 
sion  may  regulate  or  prohibit  members' 
transactions  permitted  by  the  statutory  ex¬ 
emptions  and  transactions  effected  by  non¬ 
members.  For  members  of  exchanges  on 
May  1,  1975,  the  prohibitions  will  become 
effective  May  1,  1978.  To  guide  discussion 
and  analysis,  the  Commission  asked  nine 
broad  questions.  In  addition,  the  Commission 
adopted  a  temporary  rule  and  proposed  a 
rule  for  comment.  The  Commission  also  pro¬ 
posed  an  amendment  to  Securities  Exchange 
Act  Rule  17a-3(a)  (9) .  That  proposal  was  dis¬ 
cussed  further  in  Securities  Exchange  Act 
Release  No.  13149  (Jan.  10,  1977),  42  FR 
3312  (Jan.  18,  1977). 

-  » The  policy  questions  are  presented  in 
large  part  because  of  the  profound  changes 
in  the  securities  markets  resulting  from  the 
elimination  of  fixed  commission  rates  in  May 
1975.  Continuing  changes  are  expected  as  a 
result  of  the  Commission's  current  efforts  to 
ensure  open  access  to  all  exchange  markets. 
Accordingly,  a  further  public  inquiry  ap¬ 
pears  appropriate  to  assist  the  Commission 
in  determining  how  its  rulemaking  powers 
under  Section  11(a)  should  be  used  to  adapt 
that  Section's  purposes  to  current  circum¬ 
stances. 

3  In  addition,  a  detailed  summary  of  earlier 

comments  is  set  forth  in  Appendix  A  for  the 

benefit  of  interested  persons. 


ADDRESSES:  Interested  persons  should 
submit  six  copies  of  their  views  and  com¬ 
ments  to  George  A.  Fitzsimmons,  Secre¬ 
tary,  Securities  and  Exchange  Commis¬ 
sion,  500  North  Capitol  Street,  Washing¬ 
ton,  D.C.  20549.  All  submissions  will  be 
made  available  for  public  inspection  at 
the  Commission’s  Public  Reference  Sec¬ 
tion,  Room  6101,  1100  L  Street,  N.W., 
Washington,  D.C.  and  should  refer  to 
Securities  and  Exchange  Commission  File 
No.  S7-613. 

FOR  FURTHER  INFORMATION  CON¬ 
TACT: 

Richard  A.  Stein wurtzel,  Esq., 

Office  of  th$  Chief  Counsel, 

Division  of  Market  Regulation, 
Securities  and  Exchange  Commission, 
500  North  Capitol  Street, 

Washington,  D.C.  20549, 

(202) -755-8749). 

SUPPLEMENTARY  INFORMATION: 

Background 

Section  11(a)  of  the  Securities  Ex¬ 
change  Act  of  1934  (the  “Act”)  4 *  is,  in  a 
sense,  one  of  the  last  remnants  of  regu¬ 
latory  action  relating  to  a  transitional 
period  which  may  now  be  drawing  to  a 
close.  Predicated  in  part  on  the  reason¬ 
ing  which  led  the  Commission  to  adopt 
its  Rule  19b-2,6  Section  11(a)  derives,  in 
large  part,  from  the  Commission’s  effort 
to  uphold  the  use  of  exchange  member¬ 
ships  for  public  purposes  at  a  time  when 
brokerage  commissions  on  exchange 
transactions  remained  subject  to  ex¬ 
change  rules  prescribing  minimum  rates 
and  access  to  exchange  membership  and 
facilities  was  limited.  At  the  time  Rule 
19b-2  was  developed,  however,  the  Com¬ 
mission  was  also  moving  on  a  careful 
and  deliberate  course  toward  the  devel¬ 
opment  of  a  national  market  system  that 
would  rely  increasingly  on  competition 
among  marketplaces,  and  competition 
among  market  participants,  to  replace 
regulation,  including  rate  regulation  and 
restrictions  on  access.  Nevertheless,  the 
complexities  of  that  evolutionary  proc¬ 
ess  make  it  not  altogether  surprising  that 
there  has  been  substantial  hesitation  in 
considering  whether  some  of  the  stric¬ 
tures  of  Rule  19b-2,  or  Section  11(a), 
were  among  those  which  could  most 
easily  be  supplanted  by  competition. 
Some  historical  perspective  is  required  to 
understand  the  current  situation. 

Development  of  Exchanges.  While  the 
ancestors  of  modem  day  national  secu¬ 
rities  exchanges  were  formed  at  the  -end 
of  the  18th  Century  as  voluntary  asso¬ 
ciations  of  brokers  and  dealers,*  they 
evolved,  over  the  next  century,  into  or¬ 
ganizations  with  multiple  functions  and 


4 15  U.S.C.  78k.  Section  11(a)  in  its  current 
form  was  enacted  in  the  Securities  Acts 
Amendments  of  1975,  Pub.  L.  94-29  (June  4. 

1975)  (hereinafter  referred  to  as  the  "1975 
Amendments” ) . 

*  17  CFR  240.19b-2.  Rule  19b-2  was  re¬ 
scinded  in  Securities  Exchange  Act  Release 
No.  12055  (Jan.  27,  1976),  41  FR  8075  (Feb.  24, 

1976)  . 

•  The  Philadelphia  Stock  Exchange  was  the 
first  exchange,  founded  in  1790. 


complex  relationships  with  their  mem¬ 
bers.7  Inevitably,  the  exchanges  were 
traditionally  seen  by  their  members  as 
obligated  to  protect  the  members’  per¬ 
quisites  and  prerogatives.  That  was  the 
case  even  when  the  institutional  interest 
and,  perhaps  coincidentally,  the  public 
interest  lay  elsewhere,  and  the  combina¬ 
tion  of  parochial  member  interests  fre¬ 
quently  prevailed  for  want  of  an  ade¬ 
quate  counterbalance  in  the  system.  But, 
despite  the  dangers  inherent  in  such  un¬ 
regulated  combinations,  the  matter  was 
of  little  public  importance  in  the  early 
days  of  exchanges.  “The  general  public 
was  not  involved  to  any  significant  extent 
in  exchange  trading  *  *  •  and  there 
was  some  justification  for  regarding  the 
stock  exchanges  as,  in  considerable  meas¬ 
ure,  private  clubs.”  * 

After  the  end  of  World  War  I,  how¬ 
ever,  the  public  began  to  increase  dra¬ 
matically  its  investment  in  equity  secu¬ 
rities,  which  were  already  supplanting 
debt  securities  as  the  principal  securities 
traded  on  exchanges.*  Furthermore,  the 
use  of  equity  securities  to  raise  capital 
was  also  assuming  increasing  importance 
in  the  function  of  the  Nation’s  burgeon¬ 
ing  industrial  economy.  It  was  thus  not 
surprising  that,  with  the  stock  market 
crash  in  1929,  fundamental  questions 
were  raised  about  the  status  of  ex¬ 
changes.  Operated  as  private  clubs,  they 
were  ill-equipped  to  fulfill  their  new  pub¬ 
lic  interest  responsibilities  and  had  in 


*  As  marketplaces,  their  interests  were  not, 
and  are  not,  always  coterminous  with  the 
interests  of  their  members;  in  fact,  the  prop¬ 
er  functioning  of  an  exchange  market  (or 
indeed  any  market)  may  require  a  subordi¬ 
nation  of  member  Interests  to  the  larger  in¬ 
terests  of  the  investment  community  as  a 
whole.  In  addition  to  their  role  as  market¬ 
places.  exchanges  have  been,  and  are,  educa¬ 
tors  of  participants  in  the  securities  busi¬ 
ness.  They  have  also  provided  a  mechanism 
for  developing  standardized  operating  pro¬ 
cedures  and  thereby  improving  the  efficiency 
of  their  members,  who,  perhaps  more  than 
other  businessmen,  deal  in  the  ordinary 
course,  and  of  necessity,  with  each  other. 
Exchanges  also  endeavored  to  set  and  raise 
other  standards  of  business  conduct;  they 
first  articulated  the  concept  of  requiring 
members  to  observe  just  and  equitable  prin¬ 
ciples  of  trade,  a  concept  with  some  ethical 
content.  Finally,  to  some  extent,  exchanges 
represent  their  members’  interests,  both  be¬ 
fore  governmental  bodies  and  in  negotia¬ 
tions  with  others. 

8  Securities  Exchange  Act  Release  No. 
11203  (Jan.  23.  1975),  at  7,  40  FR  7403  (Feb. 
20.  1975). 

8  Initially,  exchanges  were  the  marketplace 
for  U.S.  Government  debt  securities;  grad¬ 
ually  that  market  moved  off  exchanges  and 
exchange  trading  volume  was  successively 
concentrated  in  railroad  bonds,  corporate 
bonds,  high  quality  corporate  equity  securi¬ 
ties  and,  most  recently,  options  on  high 
quality  corporate  equity  securities.  When 
trading  volume  in  particular  types  of  securi¬ 
ties  has  gone  "off  board”,  exchanges  have 
turned  to  new  products,  with  options  and 
some  commodities  being  most  recently  the 
new  area  of  interest.  The  last  officially  recog¬ 
nized  withdrawal  from  exchange  trading  was 
that  of  high  quality  preferred  stocks,  which 
are  now  traded  largely  off  board.  There  are 
Indications,  however,  that  the  highest  qual¬ 
ity  and  mo6t  active  common  stocks  are  today 
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fact  been  Instrumental  in  promoting 
various  abuses.’* 

Initial  Regulatory  Controls.  In  re¬ 
sponse,  the  Congress  enacted  the  fed¬ 
eral  securities  legislation,  first  the  Initial 
disclosure  requirements  of  the  Securities 
Act  of  1933  and  then,  one  year  later,  the 
Securities  Exchange  Act  of  1934,  which 
created  the  Commission.  The  Commis¬ 
sion  was  granted  authority  to  ensure, 
among  other  things,  the  maintenance  of 
fair  and  honest  markets  In  securities. 
At  the  same  time,  the  Act  left  open  to 
exchanges  the  opportunity  to  continue, 
and  Indeed  enhance,  positive  aspects  of 
their  function  as  marketplaces,  subject 
to  the  Commission's  regulation.11 

Thus  was  forged  a  unique  scheme  of 
cooperative  regulation,  which  reserved 
Initial  regulatory  authority  in  the  private 
sector  and  reserved  the  “shotgun”  of 
more  direct  government  intervention 
behind  the  door”  It  was,  at  the  same 
time,  a  regulatory  scheme  that  concen¬ 
trated  (m  the  evils  of  the  day — the  gar¬ 
den-variety  frauds  that  were  then  every¬ 
day  occurrences.  It  did  not  analyze  as 
thoroughly  the  potential  regulatory  prob¬ 
lems  of  a  system  which  was  permitted 
to  remain  closed  in  many  respects.  Direct 
access  to  the  marketplace  was  still  re¬ 
served  to  club  members,  and  candidates 
applied  to  existing  members  for  entry. 
Those  who  did  not,  or  could  not,  join 
exchanges  purchased  access  from  mem¬ 
bers  in  the  form  of  brokerage  commis¬ 
sions,  at  fixed  prices.  Nevertheless,  the 
Act’s  limitations  were  not  initially  of 
great  moment.  Most  investors  had  little 
desire  to  obtain  direct  access;  Indeed,  the 
technology  of  the  1930’s,  far  more  than 
today,  made  access  largely  a  question  of 
physical  presence  on  the  floor  of  the 
exchange.” 

traded  very  frequently  off  board  though  the 
practice  of  reporting  transactions  through 
exchanges  has  persisted.  For  some  of  the 
earlier  history,  see  games.  The  New  Tork 
Stock  Exchange  (1894).  See  also  Staff  Re¬ 
port:  Rule  394  In  Study  of  the  Securities  In¬ 
dustry,  Hearings  Before  the  Subcomm  on 
Commerce  and  Finance  of  the  House  Comm, 
on  Interstate  and  Foreign  Commerce,  H.B. 
Serial  No.  92-37e,  93d  Cong.,  2d  Sess.,  Fart 
8,  at  3293-3372  (1972);  Securities  Exchange 
Act  Release  No.  11942  (Dec.  19.  1975),  41  FR 
4507  (Jan.  30,  1976) . 

10  In  the  early  1930's,  comprehensive  Con¬ 
gressional  Investigations  uncovered  obvious 
abuses— corners,  pools,  manipulations.  In¬ 
sider  trading  and  a  host  of  other  fraudulent 
and  deceptive  practices  which  seriously  In¬ 
jured  Investors.  See  generally  Report  of  the 
Senate  Comm,  on  Banking  and  Currency  on 
Stock  Exchange  Practices,  S.  Rep.  No.  1455, 
73d  Cong..  2d  Sess.  (1934). 

15  For  example,  they  became  legally  obli¬ 
gated  to  enforce  compliance  by  their  mem¬ 
bers  with  just  and  equitable  principles  of 
trade — which,  at  a  minimum,  would  Include 
the  Act  and  the  rules  and  regulations  there¬ 
under.  See  former  Section  6,  lj  U.S.C.  78f 
(1970)  (amended  1975). 

“  See  W.  Douglas,  Democracy  and  Finance 
82  (Allen  ed.  1940). 

“Viewed  in  that  light,  brokerage  commis¬ 
sions  were  not,  for  the  most  part,  seen  to 
be  unreasonable,  nor  were  there  substantial 
public  Indications  that  many  were  disadvan¬ 
taged  by  the  peculiar  systems  that  remained 
for  denying  some  applications  for  member¬ 
ship. 


Institutional  Activities.  After  World 
War  n,  public  participation  in  exchange 
trading  multiplied  again,  and  the  re¬ 
forms  built  into  the  Act  contributed  in 
no  small  measure  to  giving  investors  con¬ 
fidence  that  exchange  markets  operated 
more  fairly  and  honestly.  As  important, 
financial  institutions  that  had  not  joined 
exchanges  also  began  to  invest  in  the 
equity  securities  traded  there.14  In  addi¬ 
tion,  the  share  of  the  Nation’s  liquid  fi¬ 
nancial  assets  controlled  by  financial  in¬ 
stitutions  was  growing. 

The  reasons  were  complex;  they  in¬ 
cluded  the  growth  of  private  pension 
plans  in  response  to  union  demands  and 
the  tax  advantages  of  investing  through 
such  plans.  Conversely,  the  manifest  ad¬ 
vantages  of  tax  shelters  caused  wealthy 
individuals  to  Invest  their  assets  in  ve¬ 
hicles  which  were  not,  and  could  not  be, 
traded  on  exchanges;  and  for  investors 
of  modest  means  the  growth  of  mutual 
funds  (as  well  as  pension  plans)  of- 
ferred  diversification  of  investment  risk 
in  equity  assets  and  the  purchase  of 
money  management  services  at  a  more 
reasonable  cost.15  These  phenomena  re¬ 
sulted  in  the  “institutionalization”  of 
exchange  securities  markets,”  which  were 
then  the  primary  markets  for  common 
stock  of  major  corporations.  While  In¬ 
stitutionalization  had  little  to  do  with 
the  manner  In  which  the  exchanges  oper¬ 
ated  their  markets,  it  had  profoundly  dis¬ 
turbing  effects  on  the  basic  structure  of 
exchanges.  At  first,  however,  those  ef¬ 
fects  were  only  dimly  perceived. 

Institutional  investment  vehicles  and 
intermediaries  impinged  on  the  full-serv¬ 
ice  functions  of  exchange  members.  In 

14  It  was  Increasingly  accepted  that  the 
“prudent  man’*  rule  applicable  to  many  fi¬ 
nancial  Institutions  permitted.  If  it  did  not 
eventually  require,  that  part  of  their  man¬ 
aged  assets  be  Invested  In  equity  securities; 
owning  equity  securities,  It  was  believed, 
would  protect  against  the  risks  of  Inflation 
and  provide  an  opportunity  for  overall 
growth  of  the  managed  assets.  See  Scott,  The 
Law  of  Trusts,  VoJ.  ITT,  ||  227.11-227.18  (2d 
ed.  1967) .  Earlier  law  generally  held  that  the 
purchase  of  equity  shares  by  a  trust  was  not 
a  prudent  investment,  and  was  therefore  Im¬ 
proper.  See,  e  g.,  King  v.  Talbot.  40  N.T.  76 
(1869). 

“For  a  somewhat  more  complex  formula¬ 
tion  of  the  basic  economic  concepts  Involved, 
see  Institutional  Investor  Study  Report  of 
the  Securities  and  Exchange  Commission. 
H.R.  Doc.  No.  92-64.  92d  Cong.,  1st  Sess.  39-40 
(1971)  (hereinafter  referred  to  as  the  Insti¬ 
tutional  Investor  Study) . 

“The  Commission's  Report  of  the  Special 
Study  of  Securities  Markets  (H.R.  Doc.  No. 
95,  88th  Cong.,  1st  Sess.  (1963)  (hereinafter 
referred  to  as  the  8pecial  Study) )  noted  that, 
during  the  1952-1961  decade,  the  number  of 
Individual  shareholders  trebled;  Id.,  Part  2. 
at  6.  While  the  New  Tork  Stock  Exchange, 
Inc.  (hereinafter  referred  to  as  the  •  NYSE''), 
had  mounted  an  extensive  publicity  cam¬ 
paign  to  urge  everyone  to  own  a  share  In 
"Corporate  America",  the  volume  of  trading 
represented  by  individuals,  as  a  proportion 
of  total  NYSE  volume,  had  decreased  while 
Institutional  activity  had  Increased.  Id.  Over 
a  somewhat  longer  period,  estimated  insti¬ 
tutional  holdings  of  NYSE  listed  securities 
more  than  doubled,  from  14.5  percent  in  1949 
to  32.7  percent  in  1974  NYSE.  Fact  Book  53 
(1976). 
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its  survey  of  institutional  participation  in 
the  securities  markets,  the  Special  Study 
found  that  “[virtually  all  of  the  institu¬ 
tions  (surveyed)  had  trading  or  order 
departments  which  retained  control  over 
the  details  of  executing  purchases  and 
sales  of  stocks.” 17  Technological  improve¬ 
ments  in  communications,  and  the  size 
(and  frequency)  of  institutional  trans¬ 
actions,  made  it  efficient,  and  perhaps 
even  prudent,  to  internalize  at  least 
part  of  the  traditional  brokerage 
function.  The  institution  delegated  to  its 
order  department  "substantial  discretion 
to  choose  the  broker-dealer,  type  of  order, 
or  market  channel  that  would  be  used 
for  a  particular  execution  •  •  “  Ac¬ 

tual  investment  discretion  was.  of  course, 
allocated  to  a  staff  of  professional  em¬ 
ployees,  even  though  outside  views  might 
be  actively  sought. 

By  contrast,  exchange  members  had 
traditionally  shaped,  if  not  actually  con¬ 
trolled,  investment  decisions  of  their  cus¬ 
tomers  who  purchased  equity  securities. 
Those  customers  had  been  Individual  in¬ 
vestors,  and  exchange  members  offered 
investment  advice  from  the  vantage 
point  of  a  market  professional  to  those 
who  had  neither  the  time  nor  the  re¬ 
sources  to  duplicate  that  expertise.  But 
that  advice  remained,  for  the  most  part, 
a  “free”  service,  given  away  by  an  ex¬ 
change  member  who  expected  real  reve¬ 
nues  to  come  from  commissions  on  trans¬ 
actions.  Perhaps  because  investment 
advice  was  incidental,  many,  though  far 
from  all,  gave  It  scant  attention.1’  A  new 
professional — the  Investment  counselor, 
who  professed  to  eschew  active  partici¬ 
pation  in  the  brokerage  function — took 
over  the  full-time  investment  advisory 
function  for  many  Individuals  as  well  as 
for  many  collective  investment  vehicles.*’ 
Exchange  members  became  accustomed 
to  dealing  with  larger  clients  through  in¬ 
termediaries,  comforted  by  impressions 
of  fulfilling  an  important  role  and  by  an 
antiquated  system  that  appeared  to  pre¬ 
serve  revenues. 

1116  Special  Study  recognized  that  it 
had  uncovered  a  new  phenomenon,  and 
concluded  that  further  studies  were 
needed,11  and,  subsequently,  the  Institu¬ 
te  Special  Study,  Part  2.  at  867. 

u  Special  Study,  Part  2,  at  867. 

19  See  Securities  Exchange  Act  Release  No. 
11203  (Jan.  23.  1975),  40  FR  7403  (Feb  20, 
1975). 

®  Investment  counselors  were  prominent 
during  earlier  periods  (See.  e  g..  Section  208 
(c)  of  the  Investment  Advisers  Act  of  1940. 
15  U.S.C.  80b-8(c) ) ,  but  their  Importance 
Increased  further  In  response  to  the  Increas¬ 
ing  reliance  on  Investment  Intermediaries 
generally.  Of  course,  many  individuals  used 
other  types  of  institutional  Intermediaries, 
such  as  mutual  funds  or  bank  trust  depart¬ 
ments.  Also,  some  brokers  took  on  the  func¬ 
tion  of  full-time  Investment  advisers,  charg¬ 
ing  an  advisory  fee  and  sometimes  crediting 
brokerage  commissions  against  that  fee. 

n  "In  view  of  the  growing  Importance  of 
institutional  transactions  and  the  probabil¬ 
ity  that  needs  and  problems  associated  with 
them  will  not  remain  static.  It  Is  particularly 
important  that  there  be  an  adequate  body  of 
information  about  them  on  a  continuous 
basis  for  the  use  of  the  Commission,  the  self- 
regulatory  bodies  and  the  Investing  public.” 
Special  Study.  Part  2,  at  870. 
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tional  Investor  Study  was  funded  to  be¬ 
gin  the  recommended  data  collection. 
During  the  intervening  period,  which 
was  one  of  great  economic  growth  and 
optimism,  the  noise  and  confusion  of  the 
collision  between  the  old  market  struc¬ 
ture  of  exchange  and  non -member  fi¬ 
nancial  institutions  were  sublimated  to 
some  extent  by  a  host  of  “Byzantine” 
d  vices. 22  The  Institutional  Investor 
Study  and  the  Commission’s  Rate  Struc¬ 
ture  Hearings  23  discovered  that  “recip¬ 
rocal  practices”,  to  which  the  Special 
Study  had  alluded,  had  mushroomed. 
“This  has  had  the  effect  of  making  com¬ 
mission  rates  for  institutions  negotiable 
but  limiting  the  extent  to  which  the  ulti¬ 
mate  investor  rather  than  the  money 
manager  can  benefit  from  such  negotia¬ 
tion.”21  Nevertheless,  the  institutional 
brokerage  business  appeared  so  profitable 
that  many  in  the  exchange  member  firm 
community  abandoned  or  postponed 
other  endeavors. 

Regulatory  Response.  The  economic 
dislocations  caused  by  a  stagnating  com¬ 
mission  rate  system  first  crystallized  in 
a  recognition  by  the  Commission  that 
the  system — despite  its  relative  success 
for  180  years — was  failing.-  Finally,  in 
response  to  unequivocal  directions  from 
the  Commission,"  exchanges  eliminated 
part  of  the  fixed  commission  rate  sys¬ 
tem.  That  action  acknowledged  at  least 
a  partial  failure  of  the  exchange  self- 
regulatory  system,  for  it  had  been  theo¬ 
rized  that  exchanges  would  have  a  flex¬ 
ibility  and  responsiveness  that  more 
ponderous  procedures  of  government 
could  not  duplicate.  Instead,  the  self- 
regulatory  system  had  frozen.  In  part, 


a  Securities  Industry  Study,  Report  of  the 
Subcomm.  on  Commerce  and  Finance  of  the 
House  Comm,  on  Interstate  and  Foreign  Com¬ 
merce,  H.R.  Doc.  No.  92-1519,  92d  Cong..  2d 
Sess.  133  (1972). 

» In  the  Matter  of  the  Commission  Rate 
Structure  of  Registered  National  Securities 
Exchanges,  Securities  and  Exchange  Commis¬ 
sion  File.  No.  4-144  (1968-1971). 

21  Institutional  Investor  Study,  Summary 
Volume,  at  xxil. 

*  See  Securities  Exchange  Act  Release  No. 
8239  (Jan.  26.  1968),  33  FR  2393  (Jan.  30, 
1968).  The  initial  expression  of  concern  by 
the  Commission  focused  on  the  adverse  ef¬ 
fect  on  investors  rather  than  the  underlying 
market  structure  problems  (but  see  Special 
Study,  Part  2,  Chap.  VIII) .  Nonetheless,  the 
problems  engendered  by  a  malfunctioning 
market  structure  Illustrates,  to  a  certain  ex¬ 
tent,  a  continuing  problem  of  permitting  the 
self-regulatory  system  bo  engage  In  private 
economic  regulation.  If  such  regulation  is 
fundamentally  out  of  step  with  economic 
reality,  it  will  have  unfortunate  effects,  for 
the  ingenuity  of  the  regulated  will  be  de¬ 
voted  to  developing,  and  refining,  evasive 
measures  and  techniques,  and  the  private 
regulatory  scheme  has  little  effective  ca¬ 
pacity  to  combat  Its  own  members’  ingenu¬ 
ity.  At  the  same  time,  such  patterns  of  regu¬ 
lation,  once  established,  are  often  guarded 
doggedly  by  those  whose  private  empires  can 
be  sheltered  behind  the  regulation.  Conse¬ 
quently.  the  regulatory  structure  cannot  eas¬ 
ily  be  abandoned. 

M  See  Securities  Exchange  Act  Release  Nn». 
9007  (Oct.  22,  1970);  9079  (Feb.  11,  1971); 
9096  (Mar.  4,  1971);  9105  (Mar.  11,  1971); 
and  9132  (Apr.  1,  1971). 


that  can  be  attributed  to  the  absence,  In 
1934,  of  an  analysis  of  exchange  struc¬ 
tures,  which  were  preserved  largely  as 
they  had  been  found." 

When,  however,  the  Commission  de¬ 
termined  to  address  the  problems  of  the 
fixed  commission  rate  system,  the  issues 
relating  to  access,  or  as  it  was  then 
styled,  “institutional  membership”," 
were  understandably  put  aside  as  “at 
least  partially  separable  from  questions 
regarding  the  level  and  structure  of 
brokerage  commissions,” "  Two  years 
later,  the  Commission  recognized  in  its 
Future  Structure  Statement  "  that  ques¬ 
tions  related  to  the  parent  test,  which 
excluded  certain  types  of  intermediaries 
from  membership  on  the  New«York  and 
American  Stock  Exchanges,  could  no 
longer  be  postponed.  At  the  same  time, 
the  securities  industry,  because  of  the 
paperwork  crisis  "  and  the  introduction 
of  competitive  commission  rates  for 


17  See  former  Section  6(b)  of  the  Act,  15 
U.S.C.  78f  (1970)  (amended  1975).  In  addi¬ 
tion,  paperwork  and  financial  crises  over¬ 
took  the  securities  Industry  generally  so  that 
immediate,  radical  solutions  became  too 
risky.  The  exchange  member  community  and 
its  various  supporting  industries  had  not 
taken  advantage  of  technological  advances  In 
data  processing,  or  had  introduced  them  be¬ 
latedly  and  then  too  quickly  to  deal  with  the 
explosion  in  trading  volume  that  occurred 
during  the  late  1960’s.  Exchange  members 
were  unable  to  handle  the  business  boom,  and 
the  result  was  four-day  trading  weeks,  five- 
day  settlements  (In  place  of  the  previous 
four -day  standard),  severe  curtailments  of 
operations  by  some  firms,  and  finally  finan¬ 
cial  faUure  by  a  number  of  firms.  The  sharp 
decline  in  securities  prices  in  late  1969  con¬ 
tributed  further  to  making  the  entire  in¬ 
dustry's  situation  precarious.  See  Securities 
and  Exchange  Commission,  Study  of  Unsafe 
and  Unsound  Practices  of  Brokers  and  Deal¬ 
ers,  Report  and  Recommendations  of  The 
Commission,  H.R.  Doc.  No.  92-231,  92d  Cong, 
1st.  Sess.  (1971). 

“  While  many  of  the  financial  Inter¬ 
mediaries  excluded  from  membership  were 
content  to  rely  on  the  schemes  devised  for 
recapturing  brokerage  commissions,  a  grow¬ 
ing  number  of  others  rapidly  concluded  that 
the  best  solution  was  to  avoid  the  fixed  non¬ 
member  rates  entirely  and  began  pressing 
for  exchange  membership. 

» Institutional  Investor  Study,  Summary 
Volume,  at  xx.  In  admitting  members,  some 
exchanges  relied  on  so-called  “parent”  tests, 
which  effectively  restricted  ownership  of 
member  firms  to  Individuals  active  in  certain 
phases  of  the  securities  business.  As  the 
fixed  commission  rate  system  began  break¬ 
ing  down,  some  regional  exchanges  aban¬ 
doned  the  parent  te6t  while  the  so-called 
principal  exchanges  made  modifications  only 
to  the  extent  necessary  to  permit  member 
firms  to  “go  public.”  For  an  analysis  of  ex¬ 
change  membership  rules,  see  Securities  In¬ 
dustry  Study,  Report  of  the  Subcomm.  on 
Securities  of  the  Senate  Comm,  on  Banking, 
Housing  and  Urban  Affairs,  S.  Rep.  No. 
93-13,  93d  Cong.,  1st  Sess.  68-73  (1973) 
(hereinafter  referred  to  as  the  Securities  In¬ 
dustry  Study). 

30  Securities  Exchange  Commission,  State¬ 
ment  on  the  Future  Structure  of  the  Secu¬ 
rities  Markets,  37  FR  5286  (Mar.  14,  1972) 
(hereinafter  referred  to  as  the  Future  Struc¬ 
ture  Statement) . 

11  See  n.  27  supra. 


large  transactions,  was  ill-prepared  for 
any  immediate  wrenching  of  the  existing 
market  structure.  Accordingly,  while  the 
parent  test,  for  which  the  Commission 
saw  “no  reason  either  of  law  or  policy,”  “ 
was  to  be  abolished,  the  Commission  re¬ 
mained  sensitive  to  the  public  policy 
concerns  presented  by  the  use  of  ex¬ 
change  memberships  under  the  circum¬ 
stances  then  prevailing — fixed  commis¬ 
sion  rates  for  most  transactions  and  re¬ 
stricted  access  for  most  exchanges — and 
concluded  that  immediate  abandonment 
of  all  regulation  of  exchange  member¬ 
ships  would  not  be  desirable.21 

The  reasoning  was  rooted  in  its  time 
and  place.  Since  “it  would  be  inappro¬ 
priate  to  impose  an  absolute  restriction 
prohibiting  an  affiliate  of  an  institu¬ 
tion  from  conducting  any  commission 
business  on  behalf  of  its  institutional 
affiliate,”"  the  Commission  requested 
“the  stock  exchanges  to  adopt  uniform 
rules  restricting  membership  to  firms 
which  do  *  *  *  a  (predominantly)  pub¬ 
lic  brokerage  business.”"  When  ex¬ 
changes  did  not  respond  to  that  request," 
the  Commission  itself  proposed,  and 
after  extensive  hearings  adopted,  Rule 
19b-2  "  to  set  standards  for  determin¬ 
ing  that  exchange  members  had,  as  the 
principal  purpose  of  their  membership, 
the  conduct  of  a  public  securities 
business." 

In  adopting  Rule  19b-2,  the  Commis¬ 
sion  clearly  recognized  that  it  was  em¬ 
barking  on  a  difficult  and  complex  reg¬ 
ulatory  venture  and  indeed  that  Rule 
19b-2  might  require  subsequent  revision 
in  the  light  of  further  experience.  But 
the  fact  that  it  might  not  prove  to  be 
a  permanent  solution,  or  indeed  an  ab¬ 
solutely  perfect  solution  for  that  mo¬ 
ment,  was  not  ultimately  an  acceptable 
excuse  for  declining  to  act:  “[Tlhe  very 
nature  and  purpose  of  administrative 
agencies  demands  that  current  industry 
problems  be  found  and  dealt  with  as  ex¬ 
peditiously  as  possible  and  that  the  ad- 


**  Future  Structure  Statement,  at  21-22. 

•J  Abandoning  regulation  could  result  “In 
the  use  of  exchange  memberships  for  private 
purposes  rather  than  for  the  purpose  of 
serving  the  public  In  an  agency  capacity  or 
otherwise  performing  a  useful  market  func¬ 
tion.”  Id.,  at  21.  Under  the  circumstances, 
the  Commission  concluded  “membership  In 
the  market  system  should  be  confined  to 
firms  whose  primary  purpose  Is  to  serve  the 
public  as  brokers  or  marketmakers.’’ 

“  Id  ,  at  22. 

*  Id.,  at  23. 

“Under  the  Commission  request,  any 
brokerage  firm  which  was  not  doing  sig¬ 
nificantly  more  than  half  of  Its  brokerage 
commission  business  for  non-affillated  per¬ 
sons  would  not  be  considered  to  be  conduct¬ 
ing  a  public  brokerage  business.  Id.,  at  23- 
25. 

37  Securities  Exchange  Act  Release  No.  9950 
(Jan.  16,  1973),  at  31-35,  38  FR  3902,  3905-6 
(Feb.  8,  1973). 

M  More  than  80  percent  of  the  value  of 
exchange  securities  transactions  effected  by 
an  exchange  member  were  required  to  be 
done  for  non-affillated  persons  or  in  the 
specific  types  of  transactions  deemed  to  be 
beneficial  to  the  marketplace. 
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ministrative  authority  not  abdicate  its 
clearly-deflned  obligation  to  act.”* 
While  the  Commission  recognized  that 
its  regulatory  initiative  Involved  an  area 
of  dynamic  and  complex  activity  for 
which  there  might  not  be  any  permanent 
resolution  of  the  problems  in  a  single 
proposal,  there  was  considerable  criticism 
of  the  Commission’s  rule."  Many  of  the 
comments  submitted  by  the  exchange 
member  firm  community  on  Rule  19b-2 
showed  a  lack  of  sensitivity  to  the  em¬ 
phasis  in  the  Commission’s  Future  Struc¬ 
ture  Statement  on  ensuring  that  ex¬ 
change  memberships  were  used  for  pub¬ 
lic  purposes,*1  and,  subsequently,  they 


*  Securities  Exchange  Act  Release  No.  9950 
(Jan.  16,  1973)  at  3-4,  38  FR  3902  (footnote 
omitted).  Professor  Kenneth  Culp  Davis  has 
argued  cogently  that  administrative  agen¬ 
cies  should  not  unduly  delay  making  rules 
because  they  lack  confidence  In  their  own 
capacity  and  that  of  their  staff  “to  strike 
off  a  rule  that  will  not  cause  unforeseen 
and  unwarranted  consequences."  K.  Davis, 
Discretionary  Justice  59  (1969). 

44  See  In  the  Matter  of  Proposed  Securities 
Exchange  Act  Rule  19b-2,  Securities  and  Ex¬ 
change  Commission  Pile  No.  S7-452  (here¬ 
inafter  referred  to  as  Pile  No.  S7-452).  The 
Antitrust  Division  of  the  Department  of  Jus¬ 
tice  criticized  the  emphasis  on  defining  the 
statutes  of  legal  entitles  as  affiliated  or  un af¬ 
filiated  while  ignoring  "most  of  the  tradi¬ 
tional  affiliations  of  man — for  example- 
blood  and  marriage  •  *  *.”  Statement  of  the 
United  States  Department  of  Justice,  Pile  No. 
S7-452.  Other  critics  suggested  that  (1)  the 
Commission  could  not  succeed  in  enforcing 
Rule  19b-2  because  "the  'mazes  of  blatant 
gimmickry’  which  have  been  the  stock  and 
trade  of  the  securities  Industry  .  .  .  will  be¬ 
come  even  more  bizarre  •  •  (11)  The 

Commission's  approach  did  “nothing  to  re¬ 
duce  the  conflicts  of  Interest  which  exists 
(sic)  by  virtue  of  the  combination  of  money 
maangement  and  brokerage  ";  (111)  the  Com¬ 
mission's  lack  of  authority  to  resolve  the 
problems  created  by  the  closed  membership 
provisions  of  exchanges  could  be  character¬ 
ized  as  a  failure  “to  come  to  grips  with  the 
fundamental  unfairness  ";  and  (iv)  the  Com¬ 
mission’s  efforts  to  preserve  a  fair  adminis¬ 
tration  of  the  fixed  commission  system  while 
simultaneously  phasing  it  out  should  be 
plainly  identified  as  falling  to  “help  the  In¬ 
dividual  or  institutional  investor."  Regula¬ 
tion  of  Secxirlties  Trading  By  Members  of  Na¬ 
tional  Securities  Exchanges  and  the  Sale  of 
Investment  Advisers  of  Registered  Invest¬ 
ment  Companies,  Report  of  the  Senate 
Comm,  on  Banking,  Housing  and  Urban  Af¬ 
fairs  to  Accompany  S.  470.  S.  Rep.  No.  93- 
187,  193d  Cong ,  1st  Sess.  13  (1973)  (herein¬ 
after  referred  to  as  Report  on  S.  470) .  Late  in 
1974,  the  House  Committee  on  Interstate  and 
Foreign  Commerce  also  found  Rule  19b-2  to 
fall  "far  short  of  Its  noble  purpose'  ”  and  Its 
underlying  reasoning  to  be  "difficult  to  un¬ 
derstand  or  accept  •  *  Securities  Acts 
Amendments  of  1974,  Report  to  Accompany 
H.R.  5050,  House  Comm,  on  Interstate  and 
Foreign  Commerce,  H.  Rep.  No.  93-1476.  93d 
Cong.,  2d  Sess.  62  (1974)  (hereinafter  cited 
as  the  Report  on  H.R.  5050) .  The  Commission 
had.  however,  previously  stated  that  It  did 
not  believe  it  was  empowered  to  resolve,  the 
problems  posed  by  the  critics.  See  Future 
Structure  Statement,  at  22-23. 

4»  See,  e.g..  Statement  of  Lai{d.  Inc.  (Oct.  5. 
1972);  Cyrus  J.  Lawrence  A  Sons  (Sept.  29. 
1972);  Lehman  Brothers,  Inc.  (Oct.  17,  1972); 
Committee  on  the  Martin  Report  (Oct.  3. 
1972);  Merrill  Lynch,  Pierce,  Fenner  &  Smith 
Incorporated  (Oct.  16,  19721 ;  New  York  Stock 


pressed  for  reconsideration  of  the  Com¬ 
mission’s  program  for  phasing  out  fixed 
commission  rates  and  of  reform  legisla¬ 
tion  pending  in  the  Congress.*3 

Congressional  Perceptions.  When  the 
Congress  turned  its  attention  to  devis¬ 
ing  solutions  to  those  problems,  the  pro¬ 
posed  legislative  solution  in  1973  was  to 
some  degree  similar  to  Rule  19t>-2.  There 
were,  however,  important  revisions, 
principally  the  replacement  of  the  80-20 
formulation  *•  used  by  the  Commission 
as  an  initial  regulatory  step  with  an  ab¬ 
solute  100-0  test.  Perhaps  the  most  diffi¬ 
cult  questions  the  Congress  grappled  with 
were  the  purposes  of  its  initiatives.  For 
example,  one  report  discussed  the  pos¬ 
sibility  that  asserted  conflicts  of  In¬ 
terest  could  lead  to  churning,  diversion 
of  orders  because  of  restrictions  on  ac¬ 
cess  to  some  exchanges,  parking  securi¬ 
ties  in  managed  accounts  and  favoring 
one  customer  over  another.  Neverthe¬ 
less,  that  report  concluded  that: 

While  there  is  no  evidence  that  the  con¬ 
flicts  of  Interest  described  above  have  led  to 
widespread  breaches  of  fiduciary  duty,  the 
existence  of  these  conflicts  Is  extremely 
troublesome.  44 

The  legislative  history  reflects  a  con¬ 
cern  with  those  potential  conflicts,  spe¬ 
cifically  in  combining  money  manage¬ 
ment  and  brokerage,"  but  both  the  Sen¬ 
ate  and  the  House  also  took  note  of  the 
Commission's  historical  concerns  with 
the  trading  advantages  accruing  to 
members  in  the  closed  exchange  sys¬ 
tem:  ** 

From  the  beginning  It  has  been  recognized 
that  Important  and  complex  regulatory  prob¬ 
lems  are  presented  when  brokers  and  dealers 
trade  for  their  own  account  In  the  public 
markets.  In  the  early  thirties,  when  the  first 
federal  securities  laws  were  written,  concern 


Exchange,  Inc.  (Oct.  16,  1972);  Oppenheimer 
&  Co.  (Oct.  2.  1972);  Reich  &  Tang.  Inc. 
(Sept.  29,  1972):  Securities  Industry  Associ¬ 
ation  (Oct.  9,  1972);  Sherman,  Dean  &  Co. 
(Oct.  10,  1972);  Smith.  Barney  &  Co.,  Inc. 
(Sept.  29,  1972);  Sutro  &  Co.,  Incorporated 
(Sept.  28.  1972);  and  Wertheim  &  Co.,  Inc. 
(Oct.  2.  1972),  File  No.  S7-452. 

For  example,  a  comprehensive  reform  bill. 
H.R.  5050,  93d  Cong..  2d  Sess.  (1974),  was 
reported  on  favorably  by  the  House  Com¬ 
mittee  on  Interstate  and  Foreign  Commerce 
at  the  end  of  the  93d  Congress  but  was  not 
acted  on  by  the  House.  The  House  Rules 
Committee  failed  to  take  the  action  needed 
to  permit  the  bill  to  be  brought  to  a  vote 
on  the  floor.  Accordingly,  the  reforms  em¬ 
bodied  the  bill,  and  companion  bills  which 
had  passed  the  Senate,  were  not  enacted  Into 
law  until  the  next  Congress. 

“  See  no.  38  supra. 

44  Report  on  S.  470,  at  9. 

44  But  see  Securities  Industry  Study,  at  68. 

44  Report  on  S.  470.  at  7-10.  Perhaps  be¬ 
cause  of  the  centual  determination  of  both 
Houses  of  Congress  to  concur  in  the  Com¬ 
mission's  determination  ( and  schedule)  to 
abolish  fixed  commission  rates,  concerns  with 
respect  to  the  proper  use  of  exchange  mem¬ 
berships  decreased  during  the  legislative 
process.  Concern  was.  however,  expressed 
with  “(t|he  distortion  In  market  trading 
patterns  resulting  from  the  combination  of 
money  management  and  brokerage,  as  well  as 
the  competitive  unfairness  between  stock 
exchange  members  and  non  members  4  * 

Id. 


focused  on  the  trading  advantage  which 
members  at  an  exchange  acquired  by  reason 
of  their  physical  proximity  to  the  specialist’s 
post  and  their  ability  to  respond  to  trading 
activity  In  particular  securities  before  trans¬ 
actional  reports  were  disseminated  on  the 
tickertape  •  •  *. 

The  advanced  communication  systems  of 
today  enable  exchange  members  to  trade 
from  off  the  floor  with  many  of  the  some 
advantages  over  individual  public  Investors 
that  were  enjoyed  by  floor  traders  In  times 
passed.  In  its  1967  Report  on  Trading  on  the 
New  York  Stock  Exchange  by  Off-Floor  Mem¬ 
bers.  the  SEC  found  that  the  off-floor  trader 
has  many  informational  and  market  prox¬ 
imity  advantages  similar  to  those  of  the  floor 
trader.  He  is  apparently  more  quickly  aware 
of  developing  market  trends  since  he  has  a 
direct  wire  to  the  floor  to  keep  him  posted. 
Once  having  mode  an  Investment  decision, 
the  off-floor  trader  is  able  to  execute  the  de¬ 
cision  faster  than  a  public  Investor.*7 

The  Congressional  analysis  thus  recog¬ 
nized  that  the  problems  of  undue  profes¬ 
sional  advantage  were  no  longer  limited 
to  floor  trading  and  necessarily  required 
a  more  comprehensive  analytical  attack 
in  an  environment  rapidly  changing  in 
response  to  modern  technology.**  At  the 
same  time,  it  was  recognized,  “as  the 
national  market  system  expands  and 
greater  numbers  of  brokers  and  dealers 
are  permitted  direct  and  free  access  to 
the  system,  the  relative  trading  advant¬ 
age  can  be  expected  to  dissipate.”  “ 

In  light  of  the  considerable  criticism 
of  Rule  19b-2,  it  might  initially  seem 
surprising  that  Congress  would  have  put 
forward  a  solution  similar  in  many 
respects  to  the  Commission’s  transitional 
proposal  and  similarly  rooted  in  tradi¬ 
tional  concerns  of  undue  professional 
advantage.”  While  the  Congressional 
initiatives  in  1973  “  and  1974  “  for  reform 
of  the  securities  markets  were  not  en¬ 
acted,  the  ideas  were  re-introduced  as 


47  Report  on  H.R.  5050.  at  49-50.  A  similar 
analysis  Is  presented  In  the  Report  on  S. 
470.  at  16. 

44  Part  of  any  more  comprehensive  analy¬ 
sis  of  regulatory  problems  associated  with 
undue  professional  advantage  will  necessar¬ 
ily  recognize  the  need  to  define  with  preci¬ 
sion  the  true  ’  professions’’  In  today’s  securi¬ 
ties  markets  and  In  an  eventual  national 
market  system.  See  generally  Special  Study, 
Pact  2,  at  240-242.  In  relation  to  secondary 
trading  of  securities,  whether  debt  or  equity, 
the  institutionalization  of  the  securities 
markets  points  to  new  professionals,  whose 
potential  trading  advantages  may  upset  the 
balance  of  protections  which  might  otherwise 
be  afforded  individual  investors.  In  other 
areas  the  Commission  has  already  moved  to 
exercise  Its  definitional  powers.  See,  e  g.,  pro¬ 
posed  Securities  Exchange  Act  Rule  3a4-l 
concerning  persons  deemed  not  to  be 
brokers.  Securities  Exchange  Act  Release  No. 
13195  (Jan.  10.  1977).  at  42  FR  5084  (Jan.  27. 
1977). 

4“  Report  on  HR.  5050.  at  50. 

w  In  fact,  even  In  formulating  Rule  19b-2, 
the  Commission  had  not  comprehended 
within  Its  objectives  the  taking  of  stronger 
measures  cm  Its  own  motion  to  deal  with 
floor  trading  than  were  provided  under  Secu¬ 
rities  Exchange  Act  Rule  1  la-1,  17  CTO 
240.11O—1. 

“  See  eg..  S.  470.  93d  Cong.,  1st  Sms 
(1973). 

“  See.  eg..  H  R  5060.  93d  Conf,  2d  Bmm. 

(1974). 
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new  legislation  in  the  next  Congress  and 
promptly  enacted  into  law.  Section 
11(a)  as  finally  enacted  differed  in  some 
respects  from  the  earlier  versions,"  but 
the  final  Congressional  analysis  of  that 
Section,  embodied  in  the  reports  on  the 
bills  which  became  the  1975  Amend¬ 
ments.  remained  in  large  part  un¬ 
changed. 

Most  importantly,  it  was  recognized 
that  a  broad  administrative  flexibility, 
consistent  with  the  pervasive  themes  of 
competition  and  free  access  with  which 
the  1975  Amendments  revitalized  the 
Act,  should  be  preserved  for  the  Commis¬ 
sion.54  Many  conflicts  of  interest  cannot 
ultimately  be  eliminated;  and  virtues  of 
particular  conflict  regulation  may,  over 
time,  become  a  stalking  horse  for  those 
with  hidden  economic  interests.  In  the 
final  analysis,  it  is  often  not  possible  to 
regulate  conflicts  while  accommodating 
diverse  factual  situations  except  by  re¬ 
lying  to  a  great  extent  on  full  dis¬ 
closure.56 

For  the  securities  markets,  the  effec¬ 
tive  management  of  conflicts  of  interest 
depends  on  several  factors.  The  greater 
part  of  the  professional  participants  in 
the  securities  markets,  whether  styled  as 
brokers  or  institutional  investors,  act  as 
fiduciaries  for  others;  they  owe  “the 
duty  of  the  finest  loyalty"  to  their  bene¬ 
ficiaries.56  Those  who  cannot  or  will  not 
meet  the  requisite  standards  of  honesty 
and  integrity  must  be  excluded  from 
participation  in  the  securities  markets." 

»'  See  text  accompanying  notes  93-108 
infra. 

w  Indeed,  that  has  traditionally  been  the 
Congressional  approach  to  the  complexities 
with  which  the  securities  laws  must  deal. 
In  1934,  Congressman  Lea  characterized  the 
original  Securities  Exchange  Act  as  follows: 

*  *  *  [W]here  we  gave  the  regulatory  com¬ 
mission  power,  it  would  be  a  flexible  power. 
If  the  commission  finds  a  mistake  has  been 
made,  it  can  readily  change  its  rules  to  more 
favorable  ones  and  thus  accomplish  the 
purposes  of  Congress.  78  Cong.  Rec.  7862 
(1934). 

»  See.  e.g.,  rules  adopted  pursuant  to  Sec¬ 
tion  15(c)  of  the  Act. 

“  In  that  regard,  the  fiduciary  principles 
embedded  in  the  securities  laws  reflect  Judge 
Cardozo’s  formulation:  “A  trustee  is  held  to 
something  stricter  than  the  morals  of  the 
market  place.  Not  honesty  alone,  but  the 
punctilio  of  an  honor  the  most  sensitive,  Is 
then  the  standard  of  behavior.  As  to  this 
there  has  developed  a  tradition  that  is  un¬ 
bending  and  inveterate.  Uncompromising 
rigidity  has  been  the  attitude  of  courts  of 
equity  when  petitioned  to  undermine  the 
rule  of  undivided  loyalty  by  the  ‘disintegrat¬ 
ing  erosion’  of  particular  exceptions.  Only 
thus  has  the  level  of  conduct  for  fiduciaries 
been  kept  at  a  level  higher  than  that  trod¬ 
den  by  the  crowd.”  Meinhard  v.  Salmon,  249 
N  Y.  458.  464  (1928). 

57  While  Section  11(a)  could  be  said  to 
divide  up  the  zones  of  activity  of  some  par¬ 
ticipants  in  the  securities  markets,  the  mul¬ 
tiple  exceptions  to  the  prohibition,  even 
without  Commission  rulemaking,  make  the 
line  of  demarcation  somewhat  difficult  to 
analyze  in  terms  of  the  reasons  advanced  for 
the  regulation.  From  the  point  of  view  of  a 
strictly  conflict-of-interest  analysis,  perhaps 
the  most  perplexing  conundrum  Is  the  so- 
called  “natural  person"  exmeptlon  from  the 
general  prohibition  of  Section  11(a). 


A  sound  regulatory  approach  must  be 
sensitive  to  the  interests  of  public  in¬ 
vestors  in  the  light  of  existing  circum¬ 
stances,  not  the  circumstances  of  an 
earlier  day.  It  must  also  be  equipped, 
with  sound  economic  analysis,  to  recog¬ 
nize  the  need,  when  there  is  a  need,  for 
new  solutions." 

In  fact,  a  month  before  the  1975 
Amendments  became  law,  the  Commis¬ 
sion’s  rule  abolishing  the  last  vestige  of 
fixed  commission  rates  took  effect.  To¬ 
day,  that  action  can  be  seen  to  have  been 
a  watershed  in  the  regulatory  approach 
to  securities  regulation,  for  it  antici¬ 
pated  and,  in  a  sense,  relied  in  advance 
on  what  was  to  prove  to  be  the  overall 
competitive  thrust  of  the  1975  Amend¬ 
ments.  The  Commission  ruled  out  fixed 
commission  rates  on  the  explicit  as¬ 
sumption  that  fundamental  regulation 
of  private  economic  behavior  in  that 
area  could  best  be  achieved  by  competi¬ 
tive  forces  and  fiduciary  law."  For  that 
reason  also,  the  Commission  expressed 
reluctance  to  see  the  1975  Amendments 
embody  any  fixed  approach  to  the  prob¬ 
lem*;  that  engendered  Rule  19b-2,  and 
argyed  successfully  for  the  inclusion  of 
broad  exemptive  authority. 

The  Commission'testified  that: 

|D|evelopments  not  present  when  we  first 
adopted  Rule  19b-2  and  when  S.  470  was 
passed — such  as  the  elimination  of  fixed 
commission  rates,  and  creditable  progress  to¬ 
ward  the  development  of  a  national  market 
system — call  into  serious  question  the  need 
for  a  legislative  formulation  to  deal  with 
this  issue,  and  particularly  for  a  legislative 
solution  too  rigid  to  permit  the  Commission 
to  adjust  its  rules  to  changing  conditions 
and  circumstances.00 

The  Commission  consequently  urged 
that  the  issue  be  left  to  flexible  Commis¬ 
sion  rulemaking  based  on  an  under¬ 
standing  that  exchange  membership 
would  be  made  “available  to  all  regis¬ 
tered  brokers  and  dealers.” 61 

Others  attempted  to  reshape,  or  even 
undercut,  the  Commission’s  basic  posi¬ 
tion.  For  example,  it  was  urged  that  “un¬ 
fixed  rates  and  open  membership  for 
companies  doing  a  public  business ”  "  had 


M  “|  Administrative  authorities  must  be 
permitted,  consistently  with  the  obligations 
of  due  process,  to  adapt  their  rules  and  poli¬ 
cies  to  the  demands  of  changing  circum¬ 
stances.”  Permian  Basin  Area  Rate  Cases, 
390U.S.  747.  784  (1968). 

MAt  the  same  time,  the  Commission  sup¬ 
ported  the  addition  of  Section  28(e)  to  the 
Act.  in  order  to  counter  what  were  feared  to 
be  inordinately  restrictive  interpretations  of 
the  effect  of  eliminating  fixed  commission 
rates.  Because  of  the  risks  inherent  even  in 
minor  tinkering  with  basic  fiduciary  prin¬ 
ciples.  Section  28(e)  also  provided  authority 
for  additional  disclosures. 

*“  Hearings  Before  the  Subcomm.  on  Securi¬ 
ties  of  the  Senate  Comm,  on  Banking,  Hous¬ 
ing  and  Urban  Affairs  on  S.  249.  94th  Cong.. 
1st  Sess.  256.  (1975)  (hereinafter  referred  to 
as  S.  249  Hearings) . 

“Id. 

03  Id.,  at  351.  (Emphasis  added  ]  Some 
doubts  about  the  meaning  Intended  by  the 
phrase  “for  companies  doing  a  public  busi¬ 
ness”  may  have  been  resolved  by  a  companion 
comment  urging  that  the  “categorical  open¬ 
ing  of  membership  to  all  registered  broker- 


eliminated  the  need  for  additional  re¬ 
strictions  or  exclusions.  Similarly,  a  ma¬ 
jor  exchange  argued  that  there  was  not 
any  valid  basis  for  the  discrimination 
inherent  in  the  application  of  Section 
11(a)  only  to  exchange  markets  and  sug¬ 
gested  that,  if  the  proscribed  activities 
were  “detrimental  or  inconsistent  with 
the  public  interest,  they  should  be  elimi¬ 
nated  across  the  board  wherever  they 
exist.”8*  But  that  exchange  also  ac¬ 
knowledged  that  S.  249  would  “severely 
limit  the  basis  on  which  an  exchange 
may  deny  membership  *  *  •”*4  and  ar¬ 
gued  for  revisions  in  the  bill.65  Neverthe¬ 
less,  none  of  the  proposals  for  diluting 
the  basic  membership  provisions  of 
S.  249  were  accepted." 

The  Commission  was  not,  however,  the 
only  one  to  suggest  that  a  rigid  approach 
to  regulation  of  membership  trading  was 
inadvisable;  the  advantages  of  deregu¬ 
lation  as  an  alternative  were  also  ex¬ 
plored  by  others.  For  example,  there 
was  support  for  an  approach  which 
would  open  stock  exchange  membership 
to  all  registered  brokers  and  dealers, 
coupled  with  the  elimination  of  affiliate 
trading  restrictions,  so  long  as  there 
was  “specific  language  in  the  bill  which 
negates  Rule  19b-2  and  which  does  not 
grant  to  the  SEC  the  authority  to  im¬ 
pose  19b-2  type  standards.”  67 

The  evolution  in  legislative  thinking 
which  occurred  during  the  introduction 

dealers  is  overly  broad.”  and  suggesting  a 
number  of  exclusions  for  consideration.  Id., 
at  353. 

Id.,  at  405. 

04  Id.,  at  404. 

85  “(T|he  longstanding  *  *  *  requirement 
that  the  ‘primary  purpose'  of  every  member 
organization  must  be  the  transaction  of  busi¬ 
ness  as  a  broker  or  dealer  in  securities  would 
be  abrogated.”  Id.  When  it  was  suggested  by 
Senator  Harrison  A.  Williams,  Chairman  of 
the  Senate  Subcommittee,  to  former  NYSE 
Chairman  James  J.  Needham  that  an  appro¬ 
priate  solution  was  in  fact  the  retention  of 
the  open  membership  provisions,  coupled 
with  the  grant  of  authority  to  the  Commis¬ 
sion  to  assure  that  trading  by  a  member  for 
any  managed  account  was  consistent  with 
the  maintenance  of  fair  and  orderly  markets, 
Mr.  Needham  professed  to  have  “philosophi¬ 
cal  difficulties”  with  the  proposal.  Id.,  at  395. 

°*  The  Commission  has  rejected  efforts  to 
adopt  exchange  rules  which  would  have  the 
effect  of  undercutting  the  basic  open  mem¬ 
bership  provisions  of  the  Act.  See  Securities 
Exchange  Act  Release  No.  12737  (Aug.  25. 
1976),  41  FR  38847  (Sept.  13.  1976).  in  which 
the  Commission  disapproved  propcsed  rules 
which  would  have  restricted  institutional  ac¬ 
cess.  through  membership,  to  exchange 
markets. 

07  S.  249  Hearings,  at  298.  The  1975  Amend¬ 
ments  did  not  adopt  that  specific  sueges- 
tlon.  Nevertheless,  the  legislative  history 
made  abundantly  clear  a  Congressional  de¬ 
sire  that  Rule  19b-2  specifically  be  repealed. 
See.  e.g..  Report  on  S.  249.  at  67.  Securities 
Acts  Amendments  of  1975,  Conference  Re¬ 
port  to  Accompany  S.  249,  Joint  Explana¬ 
tory  Statement  of  the  Comm,  of  Conference, 
H.R.  Rep.  No.  94-229,  94th  Cong..  1st  Seas. 
106  (1975)  hereinafter  referred  to  as  the 
Conference  Report).  In  light  of  that  legis¬ 
lative  history,  the  Commission  rescinded 
Rule  19b-2.  Securities  Exchange  Act  Re¬ 
lease  No.  12055  (Jan.  27.  1976).  41  FR  8075 
(Feb.  24.  1976). 
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and  consideration  of  successive  bills  re¬ 
flected  the  need  for  flexible  rulemaking 
authority  in  any  sound  scheme  of  reg¬ 
ulation.  S.  470"  and  H.R.  5050,"  two 
earlier  bills,  would  have  given  to  the 
Commission  exemptive  authority  only 
with  respect  to  members’  proprietary 
transactions  or  transactions  for  affiliates 
who  were  natural  persons.  8.  249  and 
H.R.  4111  were  not  similarly  limited  and 
the  Commission’s  exemptive  powers 
under  Section  11(a)  would  encompass 
any  class  of  transactions  deemed  to  be 
consistent  with  the  maintenance  of  fair 
and  orderly  markets  and  “consistent 
with  the  purposes  of  (Section  11(a))” 
(H.R.  4111)  or  “consistent  with  the  pro¬ 
tection  of  Investors”  (S.  249).  These 
standards  were  combined  in  the  1975 
Amendments. 

Current  Trends.  The  rapid  evolution 
in  the  securities  markets  since  May  1975 
underscores  the  need  for  a  flexible  ap¬ 
proach.  With  respect  to  the  Commission 
decision  to  introduce  fully  competitive 
commission  rates,  the  effects  are  well 
known.  The  Commission’s  most  recent 
study  indicates  that,  during  the  period 
from  May  1976  to  September  1976,  in¬ 
stitutional  customers  were  receiving  av¬ 
erage  discounts  of  36  percent  from  what 
had  been  the  old  fixed  commission  rate 
on  orders  between  1,000  and  10,000 
shares,  the  bulk  of  Institutional  share 
volume.  If  institutional  commission  rates 
are  adjusted  in  relation  to  the  general 
inflation  rate,  the  discounts  approximate 
46  percent."  Furthermore,  from  the  lim¬ 
ited  data  available  since  the  Commis¬ 
sion’s  last  report,  it  appears  that  there 
have  been  significant  further  reductions. 
The  magnitude  of  those  price  effects  in¬ 
dicates  that  the  securities  industry  is 
making  very  significant  adjustments  to 
the  introduction  of  direct  price  com¬ 
petition. 

At  the  same  time,  the  Commission  has 
taken  substantial  steps  to  open  access 
to  exchange  markets  in  response  to  new 
directives  from  the  Congress.  In  addi¬ 
tion  to  the  elimination  of  exchange  au¬ 
thority  to  refuse  membership  to  qualified 
broker-dealers,  the  whole  administration 
of  exchange  markets  has  been  subjected 
to  specified  elementary  standards  of  due 
process.  In  March  1976.  the  Commission 
advised  each  national  securities  ex¬ 
change  that  a  number  of  its  rules  ap¬ 
peared  to  limit  access  in  ways  no  longer 
permitted:  ”  in  response  to  the  Commis¬ 
sion’s  letter,  a  number  of  exchange  rules 
have  been  repealed  or  revised."  Also,  the 
Commission  has  refined  the  broad  statu¬ 
tory  direction  that  exchanges  enforce 
compliance  by  members  with  the  Act, 


«  93d  Cong.,  1st  Sess.  ( 1973) . 

•  93d  Cong.,  2d  Sess.  ( 1974) . 

*>  Securities  and  Exchange  Commission, 
Fourth  Peport  to  Congress  on  the  Effect  of 
the  Absence  of  Fixed  Rates  of  Commissions 
(Jan.  28, 1977) . 

71  Securities  Exchange  Act  Release  No. 
12157  (Mar.  2,  1978),  41  FR  10682  (Mar.  12. 
1976). 

7“  See,  e.g„  Securities  and  Exchange  Com¬ 
mission  FUe  Nos.  8R-CBOE -76-18,  SR-MSE- 
76-16,  SR-NY8E-76-26.  8R-NYSE- 78—48 ,  and 
BR-PSE-77-2 


which  should  reduce  opportunities  to  use 
“regulatory”  processes  to  promote  and 
preserve  private  empires."  In  the  case 
of  “foreign  membership”,  the  Commis¬ 
sion  has  sought  to  enforce  strictly  the 
Act’s  mandate  of  membership  for  every 
qualified  broker-dealer.’4  Finally,  addi¬ 
tional  exchange  rules  were  questioned  on 
December  1, 1976,  in  order  to  ensure  that 
exchanges  came  as  rapidly  as  possible 
into  line  with  the  requirements  of  the 
1975  Amendments." 

While  it  may  be  possible  in  the  near 
future  to  observe  some  of  the  competitive 
benefits  following  from  more  open  access 
to  exchange  markets,  the  Commission 
does  not  assume  that  the  action  taken 
to  date  is  all  that  is  needed,  for  the  re¬ 
sponse  has  not  been  reassuring  in  all 
respects.  With  respect  to  Section  11(a), 
however,  enough  has  transpired  already 
in  the  Commission’s  implementation  of 
the  1975  Amendments  to  make  it  appro¬ 
priate  to  carry  out  the  Congressional 
Intent  that  the  Commission  use  its  broad 
rulemaking  power  under  that  section  to 
fashion  either  more  restrictive  or  more 
flexible  standards  in  furtherance  of  the 
purposes  of  the  Act  and  in  light  of  the 
events  that  have  occurred  and  are  occur¬ 
ring  since  the  enactment  of  the  1975 
Amendments." 

It  is  also  Important  to  determine 
whether  Section  11(a) ’s  bare  strictures 
need  strengthening,  modification,  or  re¬ 
formulation  to  deal  with  the  securities 
markets  of  the  future.  It  is  evident,  for 
example,  that  many  broker-dealers  will 
be  free,  under  the  current  posture  of 
Section  11(a),  to  effect  transactions  in 
the  over-the-counter  market  which 
would  be  prohibited  on  exchange  mar¬ 
kets.”  Under  those  circumstances,  the 
Commission  is  plainly  compelled  to 
examine  the  need  for  and  purposes  of 
Section  11(a)  with  a  view  to  determining 
whether  the  basic  prohibitions  should  be 
extended  to  the  over-the-counter  mar¬ 
ket,  and  to  various  types  of  participants 
in  the  over-the-counter  market,  in  the 
interest  of  equal  regulation."  On  the 


n  Securities  Exchange  Act  Release  No. 
12994  (Not.  18,  1976),  41  FR  51804  (Not.  24, 
1976). 

7*  Securities  Exchange  Act  Release  No. 
12737  (Aug.  25,  1976) .  41  FR  38847  (Sept.  13, 
1976). 

75  Securities  Exchange  Act  Release  No.  13027 
(Dec.  1,  1976) ,  41  FR  63567  (Dec.  7, 1978) .  Un¬ 
der  the  authority  pursuant  to  which  the 
Commission  acted,  the  Commission  will,  on 
and  after  June  1,  1977,  be  able,  among  other 
things,  to  limit  exchange  functions  to  the  ex¬ 
tent  necessary  to  prohibit  enforcement  of 
any  of  those  exchange  rules  which  are  in¬ 
consistent  with  the  Act  even  though  the  ex¬ 
changes  have  not  formally  repealed  them. 

See  Report  on  S.  249,  at  68. 

77  For  example,  on  January  1,  1977,  part  of 
the  so-called  “off-board”  trading  rules  was 
eliminated.  Securities  Exchange  Act  Release 
No.  11942  (Dec.  19,  1975),  41  FR  4507  (Jan. 
30,  1976).  The  balance  of  such  rules  will  be 
the  subject  of  future  Commission  review 
and  consideration. 

7*  Section  3(a)  (36),  15  U.S.C.  78c(a)(36), 
states: 

“A  class  of  persons  or  markets  Is  subjecst 
to  'equal  regulation'  if  no  member  of  the 
class  has  a  competitive  advantage  over  any 
other  member  thereof  resulting  from  a  dls- 


other  hand,  should  the  extension  of  those 
prohibitions  seem  for  any  reason  inap¬ 
propriate  or  doubtful,  then  it  would  seem 
similarly  advisable  to  reexamine  specific 
aspects  of  those  prohibitions  as  applied 
to  exchange  markets. 

Not  only  does  the  Act  require  consid¬ 
eration  of  questions  of  equal  regulation, 
but  the  self -regulatory  governance 
functions  of  exchanges  may  also  be  at 
stake.  As  both  marketplaces  and  self¬ 
regulators,  their  ability  to  regulate 
themselves  and  their  current,  diverse 
memberships  is  dependent,  to  a  certain 
extent,  on  their  success  in  operating 
efficient  securities  markets."  After  the 
removal  of  all  unjustified  anti-competi¬ 
tive  restraints,  exchange  markets  may¬ 
or  may  not  retain  their  preeminence  in 
the  trading  of  the  types  of  securities 
currently  listed  on  exchanges,  but  it 
could  be  undesirable  to  place  them  at  an 
unnecessary  competitive  disadvantage 
in  the  coming  national  market  system 
The  risk  would  not  simply  be  the  loss  ol 
one  or  more  of  the  potential  competitors 
in  a  national  market  system;  there 
would  also  be  the  possibility  of  an  abrupt 
loss  of  an  effective  system  of  self-gov¬ 
ernance  for  a  major  part  of  the  securi¬ 
ties  industry.  If,  on  May  1,  1978,  the  date 
on  which  the  grandfather  provisions  of 
Section  11(a)  expire,"  there  were  to  be 
an  abrupt  loss  of  membership  by  ex¬ 
changes,  there  might  be  an  unfortunate 
loss  of  regulatory  controls,  which  could 
be  detrimental  to  the  public  interest  and 
the  protection  of  investors.8*  Alterna¬ 
tively.  if  Section  11(a)  will  lead  to  the 
resignations  of  “non-floor”  member 
firms  from  exchanges,  that  could  be 
planned  for  now  so  that  exchanges  may 


parity  in  their  regulation  under  this  title 
which  the  Commission  determines  is  unfair 
and  not  necessary  or  appropriate  in  further¬ 
ance  of  the  purposes  of  this  title.” 

For  example,  one  commentator  initially 
endorsed  the  extension  of  Section  11(a)  to 
the  over-the-counter  markets,  along  with  a 
broad  expansion  of  the  definition  of  “mem¬ 
ber”  under  the  Act  pursuant  to  Section  6(f), 
15  U.S.C.  78d(f),  if  “the  prohibitions  of  off- 
board  principal  transactions  are  eliminated 
or  if  for  other  reasons  trading  in  listed  se¬ 
curities  moves  off-board  •  •  Response  of 
the  Securities  Industry  Association  (May  13. 
1976) ,  at  7-10,  Security  and  Exchange  Com¬ 
mission  File  No.  S7-613  (hereinafter  re¬ 
ferred  to  as  File  No.  S 7-61 3) .  Those  views 
were  subsequently  withdrawn.  Two  other 
respondents  did  not  so  qualify  their  support 
Response  of  the  New  York  Stock  Exchange 
Inc.  (June  25,  1976),  at  7,  28;  Response  of 
the  Philadelphia  Stock  Exchange,  Inc. 
(May  4,  1976),  at  16-11,  File  No.  87-613. 

T*  See  also  Securities  Exchange  Act  Release 
No.  12994  (Nov.  18,  1976),  41  FR  51804  (Nov. 
24.  1976). 

*  See  Section  11(a)(3)  of  the  Act,  16U.S  C. 
78k(a) (3). 

81  Of  course,  to  a  certain  extent,  exchanges 
have  started  a  process  of  relinquishing  their 
leadership  role  in  regulation.  See  Securities 
and  Exchange  Commission  FUe  No.  SR- 
NYSE-76-53,  Securities  Exchange  Act  Re¬ 
lease  No.  13238  (Feb.  2,  1977),  42  FR  8250 
(Feb.  9,  1977).  To  the  extent  that  process  is 
substantially  completed  before  May  1,  1978, 
and  appropriate  reallocations  of  regulatory 
authority  are  consummated  under  the  Act, 
the  risks  described  above  may  be  substan¬ 
tially  diminished. 
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reorient  their  activities  so  as  to  regulate 
solely  their  “floor”  members,  and  to  rep¬ 
resent  more  exclusively  the  interests  of 
those  members  rather  than  a  somewhat 
broader  spectrum  of  the  securities  in¬ 
dustry  ." 

Approaches  to  Section  11(a) 

The  Commission  started  the  process  of 
exploring  the  available  alternatives  in 
January  1976,  when  it  published  a  re¬ 
lease  adopting  a  temporary  rule,  propos¬ 
ing  other  rules,  and  raising  basic  ques¬ 
tions  under  Section  11(a)."  The  purpose 
of  that  release — to  stimulate  thoughtful 
discussion  and  analysis  of  Section  11 
(a) — has  in  turn  led  the  Commission 
to  believe  that  it  is  important  to  con¬ 
tinue  exploring  the  implications  of  Sec¬ 
tion  11(a).  Accordingly,  the  foregoing 
background  materials,  as  well  as  a  sum¬ 
mary  of  the  comments  received  In  re¬ 
sponse  to  the  earlier  release,"  were  pre¬ 
pared  in  order  to  focus  further  discus- 


“  That  alternative  would  affect  the  need  to 
Implement  a  new  system  providing  for  fair 
representation  of  member  firms  in  the  selec¬ 
tion  of  exchange  directors  and  administra¬ 
tion  of  exchange  affairs.  See  Section  6(b)  (3) 
of  the  Act,  15  U.S.C.  78f (b)(3),  and  Letter 
dated  January  3,  1976,  from  Roderick  M. 
Hills,  Chairman,  Securities  and  Exchange 
Commission,  to  James  J.  Needham,  Chair¬ 
man,  NYSE,  Securities  and  Exchange  Com¬ 
mission  Pile  No.  SR-NYSE-75— 4. 

“ Securities  Exchange  Act  Release  No. 
12055  (Jan.  27,  1976),  41  PR  8075  (Peb.  24, 

1976) .  The  release  adopted  on  a  temporary 
basis  Rule  llal-l(T)  to  provide  exemptive 
relief  under  Section  11(a),  proposed  Rule 
Hal -2  for  public  coment,  outlined  the  im¬ 
pact  of  Section  11(a)  in  certain  respects  and 
asked  nine  broad  policy  questions.  Rule  1  lal- 
2  was  proposed  because  the  prohibition  on 
members’  trading  for  associated  persons  is 
sufficiently  broad  so  as  to  prohibit  a  member 
firm  from  effecting  any  transaction  for  the 
account  of  a  parent  or  sister  corporation,  re¬ 
gardless  of  the  economic  Interests  of  the  par¬ 
ent  or  sister  corporation  in  the  account. 
Thus,  a  member  firm  effecting  transactions 
for  an  omnibus  account  carried  in  the  name 
of  its  parent  or  subsidiary  (or  any  other  as¬ 
sociated  person)  would  be  deemed,  for  pur¬ 
poses  of  Section  11(a)(1),  to  be  effecting 
transactions  for  an  associated  person  re¬ 
gardless  of  whether  the  transactions  were  in 
fact  effected  for  the  public  customers  of  the 
parent  or  subsidiary  (or  other  associated 
person).  See  Conference  Report,  at  105-106. 
The  Conference  Report  recognized  that 
members'  trading  for  accounts  of  associated 
persons  could  be  consistent,  in  any  event, 
with  the  purposes  of  Section  11(a)  if  such 
persons  had  no  economic  interest  in  the  ac¬ 
counts,  and  the  Congress  recommended  con¬ 
sideration  of  an  exemption.  Id.  Because  of 
the  context  in  which  the  exemption  might 
apply,  the  Commission  also  proposed  an 
amendment  to  Rule  17a-3(a)  (9)  for  simul¬ 
taneous  consideration.  While  it  currently  ap¬ 
pears  that  the  adoption  of  Rule  llal-2 
should  be  dependent  upon  the  implementa¬ 
tion  of  the  proposed  amendment  to  Rule 
17a-3(a)(9),  the  basis  for  that  amendment 
is,  of  course.  Independent  of  considerations 
arising  under  Section  11(a).  See  Securities 
Exchange  Act  Release  No.  13149  (Jan.  10, 

1977) ,  42  FR  3312  (Jan.  18.  1977). 

“See  Appendix  A.  1 


sion.  In  the  balance  of  this  release,  the 
Commission  is  proposing  three  new  rules. 
Those  rules  are,  to  a  certain  extent, 
duplicative,  but  it  is  anticipated  that 
the  public  comment  process  will  assist 
the  Commission  in  selecting  from  these 
proposals  the  appropriate  principles  for 
implementation  at  this  time." 

The  Natural  Person  Exemption.  Sec¬ 
tion  11(a)(1)(E)  exempts  transactions 
for  the  account  of  natural  persons  from 
the  overall  prohibition."  The  Commis¬ 
sion  had  expressed  its  view  that  that 
exemption  was  intended  to  apply  only 
to  transactions  for  a  member’s  associ¬ 
ated  natural  persons  and  transactions 
for  the  managed  accounts  of  natural 
persons.*  Not  exempted  under  Section 
11(a)(1)(E)  are  transactions  by  a  nat¬ 
ural  person  who  is  a  member,"  in  view 
of  the  legislative  history  of  Section  11(a) 
and  the  Congressional  intent  to  take 
into  account  the  advantages  of  time 
and  place  associated  with  presence  on 
the  exchange  floor."  In  that  regard,  Sec¬ 
tion  11(a)(1)  represents  an  evolution 
from  former  Securities  Exchange  Act 
Rule  19b-2.’°  Rule  19b-2  established  cat¬ 
egories  of  exempted  transactions,  includ¬ 
ing  floor  trading  as  regulated  under  for¬ 
mer  Section  11(a),"  which  the  Commis- 


K  In  addition,  because  of  the  seriousness  of 
the  questions  raised.  It  may  become  appro¬ 
priate  to  consider  also  seeking  remedial  legis¬ 
lation  from  Congress. 

“The  exemption  appears  to  eliminate  the 
prohibition,  which  would  otherwise  be  ap¬ 
plicable,  against  a  member  firm  executing 
transactions  for  Its  officers  or  directors,  i.e., 
natural  persons  who  are  “associated  per¬ 
sons”  within  the  meaning  of  Section  3(a) 
(21)  of  the  Act,  15  UHC.  78c(a)  (21).  It  also 
eliminates  the  prohibition  In  the  case  of 
accounts  of  natural  persons  (as  well  as 
estates  and  certain  trusts)  over  which  the 
member  (or  an  associated  person)  exercises 
Investment  discretion.  This  exemption  causes 
certain  Interpretive  difficulties  with  respect 
to  the  overall  objectives  of  the  Section,  as 
well  as  with  respect  to  the  particular  appli¬ 
cation  discussed  In  the  text.  For  further 
discussion,  see  Securities  Industry  Study,  Re¬ 
port  of  the  Senate  Comm,  on  Banking,  Hous¬ 
ing  and  Urban  Affairs,  Containing  a  Report 
of  the  Subcomm.  on  Securities,  Together 
with  Minority  Views  (For  the  Period  Ended 
February  4,  1972,  Pursuant  to  S.  Res.  109), 
92d  Cong.,  2d  Sess.  68  (1972) . 

87  See  Securities  Exchange  Act  Release  No. 
12055  (Jan.  27,  1976),  41  FR  8075  (Feb.  24, 
1976).  Of  course.  Section  11(a)(1)(E)  also 
covers  estates  and  trusts,  as  indicated  above, 
n.  86. 

“The  definition  of  “member”  In  Section 
3(a)(3)(A)  of  the  Act,  15  U.S.C.  78c(a)  (3) 

(A) ,  covers,  among  others,  both  member 
firms  and  natural  persons  permitted  to  effect 
transactions  on  the  floor  of  an  exchange 
without  the  services  of  another  person  act¬ 
ing  as  a  broker. 

"  Other  types  of  member  trading,  such  as 
market  making  or  arbitrage,  were  specifi¬ 
cally  exempted.  See  Sections  11(a)(1)  (A), 

(B) .  (C)  and  (D).  15  VJS.C.  78k (a)  (1)  (A), 
(B),  (C)  and  (D). 

»°  Securities  Exchange  Act  Release  No.  9950 
(Jan.  16,  1973),  at  146,  38  FR  3928  (Feb.  8. 
1973). 

“  15  US.C.  78k(a)  (1970)  (amended  1975). 


sion  treated  as  contributing  “to  the  effec¬ 
tive  functioning  of  the  securities  mar¬ 
kets,”  and  “to  the  public  nature  of  the 
securities  markets  *  * 

S.470,"  the  first  Senate  bill  intended 
to  replace  Rule  19b-2  with  a  legislative 
solution,  would  have  prohibited  trans¬ 
actions  by  an  exchange  member  for  its 
own  account,  the  account  of  an  affiliated 
person,  or  any  “managed  institutional 
account”;"  there  were  at  the  same  time 
the  customary  exemptions,  including  an 
exemption  for  “any  transaction  for  a 
member’s  own  account”  “  effected  in 
comllance  with  Commission  rules.  The 
Commission  was  to  regulate  members' 
transactions  “from  on  or  off  the  floor  of 
the  exchange,  directly  or  indirectly  for 
their  own  account  or  for  the  account  of 
any  affiliated  person,  or  in  the  case  of 
floor  trading,  for  any  discretionry  ac¬ 
count.”"  In  the  same  Congress,  pro¬ 
posed  legislation  reported  by  the  House 
Committee  on  Interstate  and  Foreign 
Commerce  would  have  provided  for  pro¬ 
hibitions  similar  to  those  passed  by  the 
Senate,  with  an  exemption  for  “trans¬ 
actions  for  a  member  who  is  a  natural 
person”  "  and  a  separate  exemption  for 
transactions  for  a  natural  person’s  man¬ 
aged  account." 

In  the  94th  Congress,  the  Senate  bill, 
S.  249,  created  a  distinction,  in  formulat- 


“  Id.,  at  8.  The  list  of  exempted  transac¬ 
tions  was  largely  identical  to  those  in  Secu¬ 
rities  Exchange  Act  Rule  1  la-1,  17  CFR 
240.11a-l,  Including  floor  trading  (whether 
for  the  member's  own  account  or  one  over 
which  it  exercised  Investment  discretion  on 
the  floor)  effected  in  conformity  with  a 
Commission  approved  plan  (17  CFR  240.19b- 
2(a)(6)  (1973)). 

“  93d  Cong.,  1st  Sess.  (1973).  S.  470  was 
passed  by  the  Senate  on  June  18,  1973.  119 
Cong.  Rec.  20043  (1973). 

“Id.,  Section  2.  There  was  no  prohibition 
with  respect  to  managed  accounts  of  natu¬ 
ral  persons. 

*  Id.  At  that  time,  the  Senate  also  used, 
but  only  in  a  grandfather  clause,  the  80-20 
test  embodied  in  Rule  19b- 2.  A  similar  pro¬ 
vision  was  later  embodied  in  S.  249  as  Intro¬ 
duced  on  January  17,  1975,  but  was  deleted 
prior  to  passage. 

“Commission  rules  were  “as  a  minimum” 
to  require  “that  such  trading  contribute  to 
the  maintenance  of  a  fair  and  orderly  mar¬ 
ket.”  Id.,  Section  1.  Commission  rules  re¬ 
quiring  members  to  yield  priority  and  prece¬ 
dence  to  public  orders  would  have  satisfied 
S.  470’s  requirement  for  regulation  of  mem¬ 
bers’  proprietary  trading,  but  transactions 
by  affiliated  natural  persons  of  exchange 
members,  e.g.,  officers,  directors  and  employ¬ 
ees,  could  be  exempted  without  -limitation 
since  "many  employees  and  individual  stock¬ 
holders  of  member  firms  do  not.  by  virtue 
of  that  affiliation  alone,  have  trading  advan¬ 
tages  over  public  investors.”  Report  on  S. 
470,  at  17. 

r-  H.R.  5050.  as  reported  by  the  House  Com¬ 
mittee  on  Interstate  and  Foreign  Commerce, 
93d  Cong.,  2d  Sess.  (1974),  Section  204  (pro¬ 
posed  Section  11(a)(3)(G)  of  the  Act).  In 
addition,  transactions  for  an  account  of  an 
affiliated  or  associated  natural  person  were 
exempted. 

"Id.,  Section  204  (proposed  Section  11(a) 
(3)  (F)  of  the  Act). 
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ing  exemptions  from  the  general  pro¬ 
hibition.  between  transactions  for  mem¬ 
bers’  proprietary  accounts  and  transac¬ 
tions  for  associated  natural  persons  and 
for  managed  accounts  of  natural  persons 
and  their  trusts."  In  the  House  version,1" 
parallel  exemptions  were  made  available 
for  transactions  for  (i)  managed  ac¬ 
counts  of  certain  natural  persons  and 
their  trusts 101  and  (li)  a  member  who  was 
a  natural  person,  or  an  account  of  a  nat¬ 
ural  person  who  was  an  affiliated  or  as¬ 
sociated  person  of  such  a  member,1*  and 
were,  together  with  other  exemptions, 
described  as  “traditionally  recognized  as 
contributing  to  the  maintenance  of  fair 
and  orderly  markets.”  ** 

The  Conference  Committee,  which 
worked  basically  with  the  Senate  formu¬ 
lation,  accepted  Section  11(a)  (1)  largely 
as  set  forth  in  S.  249  but  with  a  combi¬ 
nation  of  the  exemptions  proposed  in 
S.  249  and  H  R.  4111.  Two  Senate  exemp¬ 
tions  (“any  transaction  for  the  account 
of  a  natural  person  •••.*’  “*  and  “any 
transaction  for  a  member’s  own  ac¬ 
count,”  **)  were  combined  with  two 


"8.  249  Included  exceptions  for,  among 
other  things,  “(E)  any  transaction  for  the 
account  of  a  natural  person  or  a  trust  (other 
than  an  Investment  company)  created  by  a 
natural  person  for  himself  or  another  natural 
person”  and  “(H)  any  transaction  for  a  mem¬ 
ber’s  own  account  •  •  •  .”  S.  249  thus  sep¬ 
arated  the  single  exemption  In  8.  470  into 
two  exemptions,  paragraph  (E)  for  trans¬ 
actions  for  the  account  of  natural  persons 
(broadening  It  to  cover  both  accounts  of 
associated  persons  and  accounts  subject  to 
Investment  discretion  and  trusts  (estates 
were  added  later)),  and  paragraph  (H)  for 
transactions  for  a  member’s  own  account. 
The  rationale  for  Paragraph  H  ("no  case  has 
yet  been  made  for  prohibiting  traditional 
trading  by  exchange  members  for  their  own 
aocounts.”  Report  on  8.  249,  at  68)  repre¬ 
sented,  to  some  degree,  a  departure  from 
prior  analysis.  Cf.  Report  on  8.  470,  at  16. 
As  Indicated  Infra,  text  at  n.  108,  that  de¬ 
parture  was  subsequently  abandoned. 

4111,  94 tb  Cong.,  1st  Sees.  (1975). 
An  earlier  bUl,  H.R.  10,  94th  Cong.,  1st  Sees. 
(1675),  was  Introduced  and  then  replaced  by 
H.R.  4111,  which  was  Introduced  on  March  3, 
1975. 

»oi  See  proposed  Paragraph  (P)  of  proposed 
Section  11(a)(3)  In  Section  105  of  HR. 
4111,  94th  Cong.,  1st  Sees.  (1976). 

102  See  proposed  paragraph  (O)  of  Section 
11(a)(3)  in  Section  105  of  H.R.  4111,  94th 
Cong.,  IstSess.  (1975). 

108  Securities  Reform  Act  of  1676,  Report  of 
the  House  Comm,  on  Interstate  and  Foreign 
Commerce  to  Accompany  H.R.  4111,  H.R.  Rep. 
No.  94-123,  94th  Cong.,  1st  Sess.  72  (1975). 

104  Section  11(a)(1)(E),  as  proposed  to  be 
added  by  §.  249,  Section  5. 

•“Section  11(a)(1)(G),  as  proposed  to  be 
added  by  S.  249,  Section  5.  (Former  para¬ 
graph  (H)  was  renumbered- to  reflect  dele¬ 
tion  of  another  exemption.)  The  Senate 
emphasized  that,  by  Including  that  specific 
exemption  for  floor  trading,  it  nevertheless 
did  not  Intend  to  eliminate  traditional  Com¬ 
mission  authority: 

*  •  The  SEC  would,  however,  retain  Its 
full  powers  under  the  Exchange  Act  to  regu¬ 
late  floor  trading  and  members’  trading  for 
their  own  account.” 

Summary  of  Principal  Provisions  of  Se¬ 
curities  Acts  Amendments  of  1975  (  8.  249), 
Senate  Comm,  on  Banking,  Housing  and  Ur¬ 
ban  Affairs.  Comm.  Print,  94th  Cong.,  Sess. 
4  (1975). 


House  exemptions  (transactions  “for  a 
managed  account  of  a(n  un affiliated] 
natural  person”1*  and  transactions  by 
“a  natural  person  who  is  a  member  or 
for  an  account  of  an  affiliated  or  asso¬ 
ciated  person  of  a  member.”**)  The 
Senate's  natural  person  exemption,  con¬ 
taining  one  half  of  its  earlier,  combined 
member  and  natural  person  exemption, 
remained  unchanged,  sweeping  up  the 
two  House  exemptions  for  managed  ac¬ 
counts  of  natural  persons  and  transac¬ 
tions  for  associated  and  affiliated  natu¬ 
ral  persons.  On  the  other  hand,  the  Sen¬ 
ate  exemption  for  transactions  by  any 
member  emerged  in  a  reformulated,  and 
limited,  subsection  (G>,  exempting  only 
proprietary  transactions  by  certain  types 
of  members  effected  in  specified  ways.1" 

To  qualified  under  the  reformulated 
exemption  of  Section  11(a)  (1)  (O)  which 
became  law,  members’  transactions  must 
yield  priority,  parity,  and  precedence  in 
execution  to  non-members’  orders  so  as 
to  limit  the  power  of  members  from  on 
and  off  the  floor  to  enjoy  trading  ad¬ 
vantages  over  non-members.1*  Further¬ 
more,  only  members  “primarily  en¬ 
gaged”,  on  the  basis  of  a  gross  Income 
test,  in  conducting  a  public  securities 
business  are  permitted  to  use  the  exemp¬ 
tion.  The  Conference  Committee  stated 
that,  in  place  of  the  complete  Senate  ex¬ 
emption  for  members'  proprietary  trad¬ 
ing,  it  had  substituted  Subsection  (O)  *** 
and  that  the  House  had  receded  to  the 
Senate  with  respect  to  exemptions  for 
affiliated  individual  accounts,  by  accept¬ 
ing  Subsection  (E)  of  the  Senate  bill  en¬ 
compassing  that  exemption.111 

A  number  of  commentators,  however, 
have  expressed  contrary  views  and  urged 
that  Section  11(A)  (1)  (E)  be  read  so  as 
to  permit  continued  floor  trading  by 
natural  person  members.11*  For  ex¬ 
ample,  a  leading  representative  of  the 
member  firm  community  suggested  that 
floor  trading  contributes  substantial  li¬ 
quidity  to  the  exchange  marketplace  and 
is  in  the  public  interest.11*  Other  repre¬ 
sentatives  proposed  a  "plain  meaning” 
approach  to  the  natural  person  exemp¬ 
tion  embodied  in  Section  11(a)(1)(E), 
asserting  that  a  “fair  reading”  of  the 
legislative  history  supported  the  view 
that  the  natural  person  exemption 
should  be  available  to  any  exchange 
member  who  is  a  natural  person.114  A 


•“Section  11(a)(3)(F),  as  proposed  to  be 
added  by  HR.  4111,  Section  105. 

•»>  Section  11(a)  (3)  (O).’as  proposed  to  be 
added  by  HR.  4111,  Section  106. 

•“Of  course,  both  bills  and  the  1975 
Amendments  contained  exemptions  for  mar¬ 
ket  making,  arbitrage,  odd  lot,  stabilizing 
and  error  transactions. 

•“See  Senate  Report  on  S.  470,  at  7;  Re¬ 
port  on  H.R.  5050,  at  49-50:  and  Report  on 
HR.  4111.  at  54-55. 
at  54-55. 

110 Conference  Report,  at  105 

111  Id.,  at  106. 

**•  Set  Securities  Exchange  Act  Release  No. 
12055  (Jan.  27,  1976),  n.  27,  41  FR  8075 
(Feb.  24,  1976). 

“  Response  of  the  New  York  Stock  Ex¬ 
change,  Inc.  (June  25,  1976),  at  3,  File  No. 
87-613. 

•M  Response  of  The  Association  of  the  Bar 
of  the  City  of  New  York  (April  16,  1976), 


combination  of  96  NYSE  floor  traders 
argued  not  only  that  members  should 
be  free  to  trade  for  their  own  account 
but  also  that  natural  persons  who  are 
members  of  trading  partnerships  should 
be  free  to  effect  transactions  for  the  ac¬ 
count  of  the  partnership.118  In  their 
view,  if  Section  11(a)(1)  banned  floor 
trading,  it  constituted  a  “horrendous 
drafting  error”  because  the  activities  of 
some  floor  traders  (the  natural  persons 
as  opposed  to  the  partnerships  and  cor¬ 
porations  n*)  "clearly  would  not  have 
been  prohibited  by  Congress  without  a 
whisper”;  117  accordingly,  equity  would 
require  the  Commission  to  adopt  ex- 
emptive  rules  permitting  floor  trading 
by  corpora tions.M,‘ 


PUe  No.  87-613.  The  proposed  reading  of  the 
legislative  history  would  be  to  the  effect  that 
the  Conference  Committee  rejected  a  blanket 
exemption  lor  members'  transactions  In  the 
Senate  blU  and  accepted  a  more  limited 
exemption  In  the  House  bill  for  members 
who  are  natural  persons.  It  would  be  useful 
If  this  reading  could  be  reconciled  with  the 
legislative  history  on  the  House  side  reflect¬ 
ing  grave  concerns  with  floor  trading.  See 
text  accompanying  n.  47  supra.  See  Report  on 
H.R.  4111,  at  54-55.  Of  course,  reliance  on 
legislative  history  Is  a  step  to  be  taken  cau¬ 
tiously.  Piper  v.  Chria-Craft  Industries.  In* 
45  US.  L.W.  4182  (U5.  Feb.  23,  1977).  And 
the  ambiguities  of  8ection  11(a)  in  many 
respects  make  resort  to  “plain  meaning’  In¬ 
cantations  less  than  altogether  satisfactory, 
particularly  when  the  available  legislative 
history  materials  Include  official  explanatory 
statements  prepared  by  “persons  responsible 
for  the  preparation  or  drafting”  of  the  1975 
Amendments.  Cf.  Ernst  &  Ernst  v.  Hoch- 
felder.  426  U8.  185,  203-4,  2.  24  (1976). 

•“  Response  of  WachteU.  Llpton,  Rosen  .v 
Katz  on  behalf  of  96  NYSE  Floor  Traders 
(May  17.  1976).  File  No.  87-613.  That  advice 
was  tempered  by  a  cautionary  note  that 
fl|n  order  to  avoid  an  attempt  to  evade  the 
member  trading  proscriptions  Intended  by 
Congress,  the  Commission  may  wish  to  state 
expressly  that  its  position  with  respect  to 
floor  trading  relates  only  to  floor  trading 
and  does  not  extend  to  other  types  of  mem¬ 
ber  trading.”  Id.,  at  25. 

“  Among  the  96  floor  traders  represented, 
41  were  affiliated  with  member  partnerships 
and  traded  only  for  their  firm  account  or 
(In  two  cases)  for  Joint  account  with  their 
firm;  and  additional  6  were  affiliated  with 
member  partnerships  and  traded  both  for 
their  Individual  accounts  and  for  Joint  ac¬ 
counts  with  their  firms;  14  more  were  affili¬ 
ated  with  member  corporations  and  traded 
only  for  the  corporate  account.  Id..  Exhibit 
A.  Much  doubt  was  expressed  by  others  with 
respect  to  the  proposition  that  partnerships 
(or  personal  holding  companies)  were  nat¬ 
ural  persons.  See.  eg..  Responses  of  the 
American  Stock  Exchange.  Inc.  (Nov.  1,  1976). 
at  2;  Merrill  Lynch,  Pierce,  Fenner  &  Smith 
Incorporated  (received  June  16,  1976),  at  3. 
8;  and  Overseas  Securities  Corporation 
(May  12,  1976),  at  8.  File  No.  S7-613. 

117  Response  of  WachteU.  Llpton,  Rosen  A 
Katz  on  behalf  of  96  NYSE  Floor  Trader* 
(May  17.  1976),  at  3.  22.  File  No.  87-613.  That 
interpretation  appears  to  suggest  that  the 
Congress  conditioned  an  exemption  for  floor 
trading  on  proper  selection  of  a  form  of  busi¬ 
ness  organization. 

•’’Id.,  at  25.  Of  course,  were  the  Commis¬ 
sion  to  adopt  any  such  rule.  It  would  have 
to  observe  the  Congressional  Injunction  that 
Section  11(a)  “Is  designed  to  assure  that  the 
power  to  control  trading  on  exchanges  Is 
never  again  used  to  establish  de  facto  mem- 
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Nevertheless,  Section  11(a)(1)  does 
not  specifically  exempt  floor  trading 
transactions,1”  as  had  the  Commission’s 
Rule  19b-2.  Thus,  the  view  that  Section 
11(a)(1)(G)  may  provide  the  exclusive 
statutory  exemption  for  member  trading 
must  be  considered  carefully.  Subsection 
(G)  requires  that  those  entitled  to  use  it 
must  give  deference  to  public  orders.  Be¬ 
cause  of  the  record  developed  since  1934 
with  respect  to  the  problems  created  by 
floor  trading,  there  would  necessarily  be 
anomalies  in  proposing  that  floor  trad¬ 
ing,  whether  by  members,  member  part¬ 
nerships  or  member  corporations,  should 
be  freed  of  all  statutory  constraints  138 
and,  in  particular,  of  statutory  con¬ 
straints  imposed  by  Section  11(a)  (1)  (G) 
on  those  members  for  whom  there  was 
no  prior  history  of  trading  problems. 
But,  in  light  of  the  Commission’s  broad 
powers  under  Section  11(a),  both  to 
grant  exemptions  pursuant  to  Section 
11(a)(1)(H)  and  to  withdraw  statutory 
exemptions  pursuant  to  Section  11(a) 
(2) ,  and  also  its  comprehensive  rulemak¬ 
ing  authority  under  Sections  11(b)  and 
15(c)(5).”1  the  Commission  believes  that 
inquiries  focused  exclusively  on  the 
meaning,  or  “plain”  meaning,  of  a  few 
words  will  lose  sight  of  the  critical  ques¬ 
tion — the  role,  if  any,  of  proprietary 
trading  by  exchange  members  in  the 
evolving  national  market  system. The 
inquiry  should  instead  concentrate  ini- 

bership  requirements.”  Report  on  S.  249,  at 
67.  Accordingly,  any  such  rule  would  neces¬ 
sarily  permit  all  types  of  corporations  (and 
other  business  entities  such  as  partnerships) 
to  engage  in  floor  trading  activities  (as  de¬ 
fined  in  any  such  rule)  without  regard  to 
their  other  business  activities. 

One  knowledgeable  observer  of  the  legis¬ 
lative  history  of  the  1975  Amendments  in 
general,  and  the  Conference  Committee  de¬ 
liberations  in  particular,  has  described  the 
Interplay  between  Paragraphs  (E)  and  (G) 
as  follows: 

To  summarize,  existing  exchange 
members  are  unaffected  by  (Section  11 
(a))  until  May  1,  1978.  After  that  date 
such  member  may  not  execute  transac¬ 
tions  for  the  account  specified  in  the 
section  unless  there. is  an  exemption  pro¬ 
vided  therein.  The  exemption  for  the  ac¬ 
count  of  a  natural  person  wiU  allow  a 
member  firm  to  engage  in  transactions 
for  its  officers,  directors,  and  employees, 
and  the  exemption  for  personal  trusts 
will  allow  member  firms  to  engage  in 
transactions  for  trusts  created  by  such 
persons  for  their  children,  grandchil¬ 
dren,  etc.,  as  well  as  for  other  personal 
trusts.  Member  firms  will  not  be  able  to 
engage  in  transactions  for  their  own  ac¬ 
counts  after  the  grandfather  clause  has 
expired,  unless  the  SEC  adopts  rules 
meeting  the  requirements  specified  in 
new  Section  11(a)(1). 

Rowen,  Securities  Acts  Amendments  of  1975, 
8  Review  of  Securities  Regulation  894  ( 1975) . 

Floor  trading  by  pre-May  1,  1975,  mem¬ 
bers  continues  to  be  regulated  by  exchange 
plans  filed  pursuant  to  Securities  Exchange 
Act  Rule  1  la-1,  17  CFR  240.11a-l. 

“  15  U.S.C.  78k(b)  and  78o(c)  (5) . 

«*See  Special  Study,  Part  2,  at  96-97,  for 
one  analysis  of  arguments  for  floor  trading. 
Also,  compare  reports  on  floor  trading  pre¬ 
pared  by  Cresap,  McCormick  and  Paget  for 
the  NTSE. 


tially  on  the  utility  of  exchange  mem¬ 
bers’  proprietary  trading  from  the  per¬ 
spective  of  promoting  fair  and  orderly 
markets.1”  In  order  to  focus  attention  on 
those  far  broader  policy  issues,  the  Com¬ 
mission  is  proposing  for  comment  the 
following  rule:  / 

§2l0.11a2— 1  Transactions  for  the  ac¬ 
count  of  a  member. 

(a)  A  member  of  a  national  securities 
exchange  shall  not  effect  any  transaction 
on  the  exchange  for  its  own  account 
(other  than  transactions  by  a  person 
acting  in  his  capacity  as  an  odd-lot 
dealer)  otherwise  than  in  accordance 
with  the  following  conditions: 

(1)  The  member’s  order  yields  priority 
in  execution  to  orders  at  the  same  price 
for  the  account  of  persons  which  are  not 
members  or  associated  persons  of  mem¬ 
bers  of  the  exchange;  and 

(2)  The  transaction  is  effected  on  an 
exchange  which  has  a  plan  declared  ef¬ 
fective  pursuant  to  paragraph  (d) . 

(b)  An  account  shall  be  deemed  to  be 
“an  account  of  a  member”  for  the  pur¬ 
poses  of  section  11(a)  if  members  have, 
directly  or  indirectly,  more  than  a  10 
percent  interest  in  the  equity  of  (or 
profits  derived  from)'  an  account. 

(c)  A  national  securities  exchange 
which  permits  members  to  effect  transac¬ 
tions  for  their  own  account  in  accord¬ 
ance  with  paragraph  (a)  shall  provide 
adequate  means  to  ensure  that,  subject 
to  paragraph  (a)(1)  of  this  section,  all 
orders  at  the  same  price  are  granted 
priority  solely  on  the  basis  of  time  of 
entry. 

(d)  Exchanges  may  file  with  the  Com¬ 
mission  pursuant  to  section  19(b)  of  the 
Act  a  plan  (in  the  form  of  comprehensive 
rules)  (1)  setting  forth  objective  cri¬ 
teria  with  respect  to  membership  and  ac¬ 
cess  to  exchange  and  member  services 
(on  and  off  the  floor)  and  specifying 
time  periods  for  action  on  all  applica¬ 
tions  for  membership  or  access:  and  (2) 
delineating  precisely  the  scope  of  ex¬ 
change  jurisdiction  to  be  exercised  over 
associated  persons.  The  Commission 
shall  not  declare  any  such  plan  effective 
unless  it  shal  determine  that  such  plan 
eliminates  all  burdens  on  competition  not 
reasonably  necessary  in  furtherance  of 
the  Act  and  is  otherwise  consistent  with 
the  Act  and  the  rules  and  regulations 
thereunder. 

(e)  Any  transaction  effected  in  com¬ 
pliance  with  the  requirements  of  para¬ 
graph  (a)  shall  be  deemed  to  be  of  a  kind 
which  is  consistent  with  the  purposes  of 
section  11(a)(1)  of  the  Act.  the  protec¬ 
tion  of  investors,  and  the  maintenance 
of  fair  and  orderly  markets. 

In  formulating  comments  on  the  pro¬ 
posed  rule,  several  aspects  should  be 
noted : 

1.  The  proposed  rule  would  encompass 
all  member  transactions  and,  if  adopted, 

Related  questions  Include  whether  an 
exemption  should  be  created  for  transactions 
by  other  floor  members  (such  as  commission 
house  brokers,  specialists  trading  in  non- 
speoialty  stocks  and  two-dollar  brokers)  who 
effect  transactions  for  their  own  accounts 
but  not  as  floor  traders.  See  discussion  of 
“effect”  Infra. 


make  it  unnecessary  to  give  further  con¬ 
sideration  to  questions  relating  to  the 
scope  of  the  natural  person  exemption. 
Under  the  rule,  an  institutional  member 
would  be  able  to  effect  its  own  transac¬ 
tions.1”  Furthermore,  previously  pro¬ 
posed  Rule  llal-2,  if  adopted,  would  per¬ 
mit  a  member  to  effect  transactions  for 
the  account  of  an  institutional  parent.1” 

2.  Proposed  Rule  lla2-l  would  permit 
floor  trading  on  essentially  the  same 
basis  as  other  members’  proprietary 
trading  would  be  permitted  (although, 
as  discussed  below,  transactions  by  odd- 
lot  dealers  would  be  treated  different¬ 
ly).138  In  general,  members’  proprietary 
trading,  without  regard  to  its  exempt  or 
non-exempt  status  under  existing  Sec¬ 
tion  11(a),  would  be  required  to  yield 
priority  to  non-member  orders  (and 
exchanges  permitting  proprietary  trad¬ 
ing  of  any  sort  would  be  required  to 
forego  all  rules  granting  precedence  on 
the  basis  of  size).  The  requirement  that 
members’  proprietary  orders  yield  pri¬ 
ority  to  non-member  orders  was  built 
into  the  rule  because  of  the  legislative 
history  emphasizing  traditional  con¬ 
cerns  with  undue  professional  advantage 
accruing  to  members  and  in  light  of  the 
policies  underlying  the  requirement  in 
Section  11(a)(1)(G)  that  members 
qualifying  for  an  exemption  under  that 
subsection  be  required  to  yield  priority. 
At  the  same  time,  the  Commission 
recognizes  that,  with  the  elimination  of 
anti-competitive  entry  barriers,  “the 
relative  trading  advantages  can  be  ex¬ 
pected  to  dissipate.” 137  To  the  extent 
those  advantages  are  in  fact  dissipated, 
it  may  not  be  necessary  to  insist  in  all 
cases  on  distinguishing  between  mem- 


>-•  The  term  “institutional  member”  en¬ 
compasses,  among  others,  institutional  in¬ 
vestors  such  as  Insurance  companies  or  their 
subsidiaries  which  register  as  broker-dealers 
and  either  become  associated  with  natural 
persons  who  are  permitted  to  effect  trans¬ 
actions  on  the  floor  of  the  exchange  without 
the  services  of  another  person  acting  as  a 
broker  or  are  entitled  to  designate  as  a  rep¬ 
resentative  such  natural  persons.  See  Section 
3(a)  (3)  (A)  of  the  Act.  But  see  discussion  of 
“effect”  infra  and  proposed  Rule  lla2-2. 

125  See  proposed  Securities  Exchange  Act 
Rule  llal-2  as  set  forth  in  Securities  Ex¬ 
change  Act  Release  No.  12055  (Jan.  27,  1976), 
41  FR  8075  (Feb.  24.  1976).  Proposed  Rule 
llal-2  would  permit  a  member  to  effect  such 
a  transaction  since,  if  the  transaction  were 
for  the  member's  account,  the  member  would 
have  been  permitted  under  proposed  Rule 
Ua2-1  to  effect  the  transaction.  Under  those 
circumstances,  an  institutional  investor  such 
as  an  insurance  company  might  form  a  sub¬ 
sidiary  which  would  register  as  a  broker- 
dealer;  of  course,  a  number  of  insurance  com¬ 
panies  are  already  associated  persons  of  ex¬ 
change  members.  Under  Section  19(g)(2) 
and  Rule  19g2-l  thereunder,  exchanges  could 
be  seen  to  have  certain  more  limited  duties  to 
enforce  the  Act  and  the  rules  and  regula¬ 
tions  thereunder  against  associated  insur¬ 
ance  companies.  See  Securities  Exchange  Act 
Release  No.  12994  (Nov.  18,  1976),  41  FR 
51804  (Nov.  24,  1976). 

l“  If  exchange  plans  under  existing  Rule 
lla-1  (17  CFR  240.1  la-1)  were  to  be 
changed,  additional  consideration  could  be 
given  to  particular  aspects  of  floor  trading. 

127  Report  on  H.R.  4111,  at  55. 
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bers’  and  non-members’  orders  for  the 
purpose  of  establishing  trading  priorities. 
Furthermore,  as  “greater  numbers  of 
brokers  and  dealers  are  permitted  direct 
and  free  access,’’  **  it  appears  that  there 
could  be  substantial  administrative 
problems  in  devising  a  system  which 
made  the  necessary  distinctions  without 
impeding  trading.  Accordingly,  com¬ 
mentators  are  particularly  requested  to 
consider  the  feasibility  of  devising  sys¬ 
tems  (including  appropriate  audit 
trails)  to  ensure  that  requirements  with 
regard  to  yielding  priority  were  satisfied. 

3.  Proposed  Rule  lla2-l  would  be 
adopted  under,  among  others,  Sections 
11(a)  (1)  (H),  11(a)(2),  11(b)  and  15(c) 
(5).  As  drafted,  transactions  effected  by 
members  subject  to  Section  11(a)  would 
be  exempted  from  the  general  prohibi¬ 
tion  in  Section  11(a)(1)  but  would  be 
regulated  in  accordance  with  the  rule, 
whether  or  not  another  exemption  were 
available.  The  rule  would  permit  pro¬ 
prietary  trading  by  members  generally 
(including,  subject  to  the  conditions 
discussed  below,  floor  trading),  under 
the  conditions  specified.  Transactions 
by  a  person  acting  in  his  capacity  as  an 
odd-lot  dealer  would  not  be  limited  by 
the  rule,  and  odd-lot  dealers  could  con¬ 
tinue  to  effect  odd-lot  transactions,  and 
necessary  offsetting  round-lot  trans¬ 
actions.11*  All  other  members,  including 
dealers  acting  as  registered  exchange 
specialists  or  exchange  marketmakers, 
would  be  required  to  yield  absolute  pri¬ 
ority  (as  provided  in  paragraph  (c)  of 
the  rule).  That  requirement  would  be 
similar  to  Securities  Exchange  Act  Rule 
llb-l(a)  (2)  (iii),  which  restricts  spe¬ 
cialists’  dealings  so  far  as  practicable  to 
those  reasonably  necessary  to  permit 
maintenance  of  a  fair  and  orderly 
market.  The  rule  would  also  cover  block 
positioners  in  order  to  apply,  consistent 
with  equal  regulation,  the  same  standard 
with  respect  to  their  dealings. 

4.  In  order  to  permit  members'  pro¬ 
prietary  trading  (other  than  by  odd-lot 
dealers),  exchanges  would  have  to 
develop  plans  (in  the  form  of  compre¬ 
hensive  rules)  with  regard  to  member¬ 
ship,  and  access  to  exchange  and  mem¬ 
ber  services.'1*  and  scope  of  exchange 
jurisdiction  exercised  over  associated 


Id. 

Transactions  by  odd-lot  dealers  acting 
In  that  capacity  are  treated  separately  under 
the  proposed  rule  since  they  are  effected  to 
facilitate  transactions  by,  for  the  most  part, 
individual  public  customers. 

For  example,  some  exchange  rules  have 
in  the  past  purported  to  authorize  exchanges 
to  grant  or  withhold  approval  of  various 
communications  facilities  “without  being 
obliged  to  assign  any  reason  or  cause  for  Its 
action."  Furthermore,  the  license  such  rules 
might  appear  to  authorize  has  also  been 
asserted  in  collateral  areas.  Since  such  rule 
formulations  are  Inconsistent  with  the  re¬ 
quirements  of  the  Act,  revisions  of  such 
rules  would  have  to  be  submitted  as  part 
of  the  plan.  The  Commission  also  ls  con¬ 
sidering  the  possibility  of  permitting  trading 
by  registered  exchange  specialists  or  market- 
makers  whether  or  not  an  appropriate  plan 
had  been  adopted;  commentators  are  in¬ 
vited  to  consider  that  alternative. 


persons,  in  general,  the  1975  Amend¬ 
ments  contemplated  a  much  more  open 
approach  to  exchange  membership  than 
had  previously  been  required  under  the 
Act.  Exchanges  are  required  to  admit 
to  membership  any  registered  broker  or 
dealer;  however,  they  retain  some  lati¬ 
tude,  subject  to  Commission  oversight 
and  approval,  to  develop  rules  embody¬ 
ing  standards  of  operational  and  finan¬ 
cial  capability  and  to  employ  various 
procedures  for  the  purpose  of  ensuring 
compliance  by  their  members  with  the 
Act.  the  rules  and  regulations  there¬ 
under  and  exchange  rules.131  That  lati¬ 
tude  afforded  to  exchanges  is,  to  a  cer¬ 
tain  extent,  appropriate  in  a  self-regula¬ 
tory  system;  it  permits  the  Commission 
to  afford  exchanges  a  substantive  role 
in  the  development  of  a  regulatory  policy. 
The  Commission  may  generally  approve 
exchange  rules  so  long  as  they  do  not 
impose  burdens  on  competition  not 
necessary  or  appropriate  in  furtherance 
of  the  Act.  In  addition,  the  Commission 
may  adopt  exchange  rules  on  its  own 
motion  in  order  to  refine  or  redirect  the 
regulatory  approach  taken  in  particular 
areas;  in  addition,  the  Commission  has 
been  diected  to  review  all  exchange  rules 
in  effect  at  the  time  the  1975  Amend¬ 
ments  were  enacted  to  determine  com¬ 
pliance  with  the  Act.11*  At  the  same  time, 
notwithstanding  the  authority  of  the 
Commission  to  take  direct  action,  the 
plan  concept  embodied  in  the  proposed 
rule  may  well  offer  a  number  of  ad¬ 
vantages.  It  might  permit  a  somewhat 
greater  degree  of  flexibility  in  policy 
development  by  exchanges  on  the  basis 
of  practical  experience.  It  can  also  pro¬ 
vide  a  new  opportunity  for  these  con¬ 
cerned  to  determine  in  good  faith  the 
pace  and  timing  of  necessary  action. 
That  could,  with  cooperation,  prove 
beneficial  to  the  self -regulatory  process. 

5.  In  drafting  the  proposed  rule,  at¬ 
tention  was  given  to  the  Congressional 
concern  of  assuring  that  “the  power  to 
control  trading  on  exchanges  is  never 
again  used  to  establish  de  facto  mem¬ 
bership  requirements."  '** 

Conflict-of-interest  Problems.  Be¬ 
cause  of  the  emphasis  in  the  legislative 
history  on  conflict-of-interest  problems, 
such  as  churning,  which  might  inhere 
in  the  combination  of  money  manage¬ 
ment  and  brokerage,'’4  coupled  with  the 
grant  of  authority  to  the  Commission  to 
adopt  exemptive  rules,  the  Commission 
has  given  consideration  to  providing  ex¬ 
emptive  relief  on  a  basis  that  would  suffi¬ 
ciently  control  the  stated  conflicts.  In 


1S1  See  Sections  6(c)  and  19(g)  of  the  Act. 
15  U.S.C.  78f(c)  and  78s(g). 

“*  See  Section  31(b)  of  the  1975  Amend¬ 
ments.  The  Commission  has  taken  a  num¬ 
ber  of  steps  to  date.  See  text  accompanying 
notes  71-75.  Certain  existing  exchange  rules, 
which  might  have  to  be  eliminated  in  formu¬ 
lating  any  such  plan,  may  in  any  case  be 
inconsistent  with  the  Act.  See  Securities 
Exchange  Act  Release  Nos.  12157  (Mar.  2. 
1976),  41  FR  10662  (Mar.  12.  1976):  and 
13027  (Dec.  1,  1976),  41  FR  53557  (Dec. 
7.  1976). 

“*  Report-on  S.  249,  at  67. 

"•  See  Background,  supra. 


that  connection,  the  Commission  be¬ 
lieves  it  to  be  particularly  important  for 
consideration  to  be  given  to  ways  in 
which  the  conflict-of-interest  problems 
perceived  to  arise  from  the  combination 
of  brokerage  and  institutional  money 
management  can  be  addressed  without 
requiring  a  complete  separation  of  func¬ 
tions  on  the  part  of  either  traditional 
exchange  members  or  traditional  money 
managers.'® 

Some  commentators  observed  that 
problems  would  likely  arise  in  the  ab¬ 
sence  of  rules  permitting  money  manag¬ 
ers  to  effect  transactions  for  managed 
accounts.  *  Arguing  that  the  money 
management  restrictions  of  Section  11 
■  a  I  can  now  be  seen,  after  experience 
with  competitive  commission  rates,  to 
restrain  to  some  extent  the  implemen¬ 
tation  of  “the  basic  thrust  of  the  1975 
Amendments  toward  free  access  *  •  • 
and  greater  competition,’’ *  it  was  sug¬ 
gested  that,  unless  restructured  by  rule- 
making,  Section  11(a)  (1)  would  dimin¬ 
ish  competition  in  both  money  manage¬ 
ment  and  brokerage.1"  It  was  also  argued 
that  Section  11(a)(1)  would  threaten 
the  economic  health  of  brokerage  firms 
by  making  it  impossible  for  firms  doing 
an  institutional  brokerage  business  to 
retain  the  revenue  stability  provided  by 
asset-related  management  fees.'* 

Brokerage  revenues  are  an  unstable 
revenue  stream.  That  was  true  even 
when  commission  rates  remained  “fixed” 
and  brokerage  revenue  levels  were  ad¬ 
justed  indirectly  rather  than  directly. 


'*  The  need  to  focus  attention  in  that 
area  is  all  the  more  compelling  in  view  of 
the  parallel  potential  for  problems  in  the 
over-the-counter  markets,  and  the  Commis¬ 
sion's  obligation  to  give  due  consideration 
to  the  need  for  equal  regulation. 

***  A  number  of  commentators  stated  that 
the  decision  to  provide  generally  for  the 
separation  of  money  management  and  brok¬ 
erage  (subject,  of  course,  to  the  Commis¬ 
sion's  exemptive  rulemaking  powers)  was 
not  preceded  by  a  sufficient  evaluation  of 
actual  problems.  Indeed,  several  commen¬ 
tators  suggested  that  it  is  now  possible  to 
conclude  that  the  evidence  of  abuse  would 
not  have  Jus  titled  the  complete  segregation 
ol  functions.  See,  e.g..  Responses  of  Oppen- 
heirner  &  Co..  Inc.,  (June  14,  1976);  Phila¬ 
delphia  Stock  Exchange.  Inc.  (May  4.  1976); 
and  Wilmer,  Cutler  &  Pickering  on  behalf 
of  Cyrus  J.  Lawrence  Incorporated;  David 
J.  Oreene  and  Co.;  First  Manhattan  Co.; 
Newberger  &  Berman:  Reich  St  Tang,  Inc.; 
Stralem  Sc  Co.,  Inc.;  Weiss,  Peck  Sc  Greer; 
and  Wood.  Struthers  Si  Winthrop  (June  15, 
1976),  File  No.  S7-613. 

1T:  Response  of  Wilmer.  Cutler  Sc  Picker¬ 
ing  on  behalf  of  Cyrus  J.  Lawrence  Incorpo¬ 
rated;  David  J.  Greene  Sc  Co.;  First  Man¬ 
hattan  Co.;  Neuberger  &  Berman;  Reich  and 
Tang.  Inc.;  Stralem  St  Co..  Inc.;  Weiss,  Peck 
&  Greer:  and  Wood.  Struthers  &  Winthrop 
(June  15.  1976),  at  3,  File  No.  S7-C13 

>*  Id.,  at  6,  15. 

'"The  argument  is  as  follows:  Brokerage 
income  ls  relatively  unstable  since  it  has 
traditionally  been  dependent  not  only  on 
stock  prices  but  also  on  trading  volume. 
Consequently,  the  ability  of  member  firms 
to  preserve  a  broad  economic  base  through 
the  continuation  of  their  'discretionary 
money  management  businesses  ls  particu¬ 
larly  Important  to  their  long-term  eco¬ 
nomic  well-being.  Id.,  at  15. 
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It  remains  true  today.  Unlike  asset- 
related  fees,  which  are  affected  only  by 
changes  in  the  value  of  an  entire  man¬ 
aged  portfolio,  brokerage  revenues  are 
transaction-related  and  thus  also  have 
tended  to  vary  directly  with  the  volume 
of  trading.  The  historic  dependency  of 
the  securities  industry  on  brokerage 
revenues  (which  have  been  described  as 
that  industry’s  “lifeblood”  “*)  has  con¬ 
tributed  in  no  small  part  to  the  in¬ 
stability  of  the  industry  itself  and  the 
consequent  difficulties  the  industry  has 
faced  in  raising  and  retaining  capital 
for  its  own  operations.  The  prospect  of 
making  brokerage  firms  choose  between 
exchange  membership  and  an  opportu¬ 
nity  to  compete  for  asset  management 
revenues  is  thus  a  matter  to  be  con¬ 
sidered  carefully  under  conditions  now 
prevailing.  Not  only  does  it  inhibit  com¬ 
petition  in  asset  management  but.  It 
could  be  said  to  threaten  the  continued 
viability  of  exchanges. 

In  that  regard,  however,  there  was 
some  sensitivity,  in  fashioning  the  rule 
set  forth  below  (as  indeed  in  formulat¬ 
ing  all  the  rules  proposed  in  this  re¬ 
lease),  to  the  Congressional  injunction 
that  member  firms  not  be  allowed  “ex¬ 
emptions  from  the  statutory  prohibitions 
unrelated  to  the  market  impact  of  the 
transactions  at  issue,”1®  since  to  do  so 
would  be  "inconsistent  and  a  violation 
of  Congressional  intent.” 141  It  would 
appear  inconsistent  with  Congressional 
intent,  in  formulating  rules  under  Sec¬ 
tion  11(a)(1)(H),  to  create  a  potential 
market  impact  by  discriminating  among 
types  of  members.*4*  Any  person  who  is 
now  or  later  becomes  an  exchange  mem¬ 
ber  would  be  permitted  to  avail  itself  of 
the  following  rule,  which  the  Commis¬ 
sion  is  proposing  for  comment: 

§  240.1  lal— 3  Transactions  for  accounts 
subject  to  investment  discretion. 

(a)  Any  transaction  effected  on  a  na¬ 
tional  securities  exchange  by  a  member 


140  Special  Study,  Part  2,  at  296. 

jo  Conference  Report,  at  106. 

u*  Id.  In  that  connection,  there  are  some 
Indications  of  Congressional  perceptions 
about  market  Impact  of  transactions.  The 
Chairman  of  the  House  Subcommittee  on 
Commerce  and  Finance,  which  developed 
H.R.  6050  (  93d  Cong.,  2d  Sess.  (1974))  and 
HR.  4111  (94th  Cong.,  1st  Sess.  (1975)), 
Indicated  that  “banning  the  Institutions 
from  exchange  membership  will  do  nothing 
to  abate  Increasing  Institutional  trading.” 
Address  by  Congressman  John  E.  Moss,  New 
York  Conference  for  Senior  Management, 
Jan.  18,  1974.  The  Senate’s  views  appear  to 
have  been  similar : 

“The  essential  elements  Involved  In  the 
Institutional  Impact  or  the  markets  for 
equity  securities,  for  example,  the  trading 
of  large  blocks  of  stock  In  a  manner  which 
avoids  the  auction  market,  short  swing 
speculation,  primary  assess  [sic]  to  advan¬ 
tageous  research,  concentration  of  invest¬ 
ments,  liquidation  of  positions  with  little 
regard  for  market  impact,  and  other  matters, 
appear  to  have  nothing  whatsoever  to  do 
with  whether  or  not  Institutions  may  be¬ 
come  members  of  exchanges.  Report  on 
S.  470,  at  16.” 

Cf.  Remarks  of  Senator  Harrison  A.  Wil¬ 
liams  In  Hearings  on  S.  249,  at  396. 

143  But  see  Section  11(a)  (1)  (O)  (1). 


thereof  for  an  account  as  to  which  the 
member  or  an  associated  person  exer¬ 
cises  investment  discretion  shall  be 
deemed  to  be  of  a  kind  which  is  consist¬ 
ent  with  the  purposes  of  section  11(a) 

(1)  of  the  Act,  the  protection  of  inves¬ 
tors,  and  the  maintenance  of  fair  and  or¬ 
derly  markets  if: 

(1)  Neither  the  member  nor  any  of 
its  associated  persons  assesses  any 
charge  on  transactions  effected  by  or  for 
the  account:  provided,  however.  That 
the  foregoing  shall  not  preclude  pay¬ 
ment  by  the  account  of  brokerage  com¬ 
missions  paid  to  brokers  which  are  not 
associated  persons  of  the  member  or 
payment  of  transfer  taxes; 

(2)  The  member  acts  only  as  agent 
for  such  account  and  does  not,  in  any 
such  transaction,  participate  for  the  ac¬ 
count  of  any  associated  person  or  for  its 
own  account:  and 

(3)  The  transaction  is  effected  on  an 
exchange  which  has  declared  effective  a 
plan  pursuant  to  paragraph  (b)  hereof. 

(b)  Exchanges  may  file  with  the 
Commission  pursuant  to  section  19(b)  of 
the  Act  a  plan  (in  the  form  of  compre¬ 
hensive  rules)  (1)  setting  forth  objec¬ 
tive  criteria  with  respect  to  member¬ 
ship  and  access  to  exchange  and  member 
services  (on  and  off  the  floor)  and  speci¬ 
fying  time  periods  for  action  on  all  ap¬ 
plications  for  membership  or  access;  and 

(2)  delineating  precisely  the  scope  of 
exchange  jurisdiction  to  be  exercised 
over  associated  persons.  The  Commis¬ 
sion  shall  not  declare  any  such  plan  ef¬ 
fective  unless  it  shall  determine  that 
such  plan  eliminates  all  burdens  on  com¬ 
petition  not  reasonably  necessary  in  fur¬ 
therance  of  the  Act  and  is  otherwise 
consistent  with  the  Act  and  the  rules 
and  regulations  thereunder. 

The  following  observations  may  be 
helpful  to  commentators: 

1.  The  approach  taken  by  the  rule 
with  regard  to  conflict-of-interest  in¬ 
centives  to  chum  a  managed  institu¬ 
tional  account  is,  basically,  a  require¬ 
ment  that  there  not  be  any  fee  based 
solely  on  transactions.  Thus,  while  an 
appropriate  periodic  management  fee 
could  be  charged,  no  specific  charge 
could  be  made  by  the  member  exercis¬ 
ing  investment  discretion  on  the  occa¬ 
sion  of  a  decision  to  sell  one  security  or 
to  buy  another  (aside  from  commissions 
paid  to  unaffiliated  brokers  and  transfer 
taxes) .  It  would  be  anticipated,  however, 
that,  in  negotiating  an  appropriate  fee, 
both  the  customer  and  the  money  man¬ 
ager  would  take  into  account  the  extent 
to  which  the  money  manager  would  per¬ 
form  brokerage  services.  Nevertheless, 
the  effect  of  the  requirement  could  be 
viewed  as  creating  the  opposite  of  an  in¬ 
centive  to  churn,  and  creating  Instead  a 
bias  against  normal  transaction  levels 
since,  by  reducing  transaction  volume,  a 
member  with  managed  accounts  might 
reduce  expenses.  On  balance,  however, 
particularly  in  light  of  efficient  market 
theories,1*4  this-  possibility  seems,  as  a 


144  See  J.  Lorie  and  M.  Hamilton,  The  Stock 
Market  (1973) .  The  proposed  rule  would  also 
be  similar  to  prohibitions  on  direct  or  lndl- 


practical  matter,  substantially  less  seri¬ 
ous  than  the  possible  problems  of  churn¬ 
ing  and  seems  not  to  warrant  an  abso¬ 
lute  separation  of  functions  which  could 
be,  overall,  more  costly  to  investors. 

2.  The  rule  also  anticipates  that,  in 
appropriate  situations,  a  money  man¬ 
ager  may  determine  to  retain  unaffili¬ 
ated  brokers  to  effect  transactions  for 
the  account.  Particularly  in  the  case  of 
large  transactions  or  thinly  traded  se¬ 
curities,  it  may  be  desirable  for  the 
money  manager  to  obtain  specialized 
services.  If  the  money  manager  were  re¬ 
quired  to  absorb  the  expense,  there 
might  thereby  be  created  a  bias  against 
obtaining  the  services  of  unaffiliated 
brokers.  On  the  other  hand;  it  is  today 
the  common  practice  of  many  money 
managers,  whether  or  not  they  are 
members  of  exchanges,  to  act,  in  effect, 
as  brokers  on  behalf  of  their  managed 
accounts.  This  is  particularly  true  in  the 
case  of  the  over-the-counter  and  third 
markets  where  many  money  managers 
seek  out  marketmakers  directly,  but,  in 
cases  where  there  are  other  legitimate 
considerations,  such  as  confidentiality, 
an  unafflliated  broker  may  be  retained. 
With  the  contemplated  elimination  of 
restraints  on  access  to  exchange  mar¬ 
kets,  money  managers  should  have  the 
freedom  to  make  similar  decisions,  con¬ 
sistent  with  their  fiduciary  responsibili¬ 
ties,  if  they  determine  to  become  ex¬ 
change  members.  On  the  other  hand, 
the  fact  that  there  would  be  available 
to  all  money  managers  access  to 
exchange  markets  would  not  pre¬ 
clude  them  from  determining  to  avoid 
direct  involvement  in  the  functioning  of 
the  securities  markets  and  to  continue 
to  rely  on  retaining  unaffiliated  brokers 
for  their  managed  accounts  when  neces¬ 
sary  or  appropriate.144  The  principal 
consideration  in  all  situations  would 
appear  to  be  full  disclosure  to  the  ac¬ 
count  concerned  and  informed  consent 
by  that  account. 

3.  To  prevent  "parking”  of  securi¬ 
ties  in  a  managed  account,  a  member 
would  not  be  permitted  in  connection 
with  any  transaction  to  participate  for 
the  account  of  any  associated  person 
or  for  its  own  account.144  Since,  however, 


rect  sales,  exchanges  or  leasing  of  any  prop¬ 
erty  between  an  employee  benefit  plan  and 
a  party-ln-lnterest.  See  the  Employee  Re¬ 
tirement  Income  Security  Act,  1974,  Pub.  L. 
93-406  (Sept.  2,  1974)  (hereinafter  referred 
to  as  “ERISA”),  Section  406. 

144  In  that  case,  the  management  fee  might 
reflect  the  fact  that  the  account  would  pay 
separately  for  brokerage.  See,  e.g..  Securities 
Exchange  Act  Release  No.  8746  (Nov.  10. 
1969),  34  FR  18543  (1969);  see  also  Dela¬ 
ware  Management  Company,  Inc.,  43  SEC 
392  (Jul.  19,  1967). 

u«In  dealing  In  an  Impersonal  market, 
there  may  be  some  problems  in  being  aware 
of  the  Identity  of  the  parties  on  the  other 
side  of  a  particular  transactions.  The  Com¬ 
mittee  of  Conference  on  ERISA  recognized 
this  question  In  dealing  with  prohibited 
transactions  under  ERISA : 

•'In  general,  It  Is  expected  that  a  tran¬ 
saction  will  not  be  a  prohibited  transaction 
(under  either  the  labor  or  tax  provisions)  if 
the  transactions  Is  an  ordinary  "blind”  pur¬ 
chase  or  sale  of  securities  through  an  ex- 
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some  securities  transactions  are  tech¬ 
nically  structured  as  principal  transac¬ 
tions  (or  as  transactions  in  which  a 
member  acts  as  an  agent  for  another 
party)  even  though  they  could  be 
treated  as,  in  substance,  transactions 
for  the  account  of  the  member’s  custom¬ 
er.  appropriate  recognition  could  be 
given  to  such  situations.147 

4.  Many  managed  accounts  are  em¬ 
ployee  benefit  plans  and  will  therefore 
also  be  subject  to  the  provisions  of 
ERISA.  If  fee  arrangements  for  services 
to  accounts  such  as  pension  plans  as  to 
which  a  member  (or  an  associated  per¬ 
son)  acts  as  a  fiduciary  were  structured 
in  accordance  with  the  requirements  of 
proposed  Rule  Jlal-13.  it  will  still  remain 
necessary  to  determine,  under  ERISA, 
whether  adequate  safeguards  are  pres¬ 
ent  so  that  either  those  services  would 
be  considered  as  a  single  service  for  pur¬ 
poses  of  the  prohibition  against  multiple 
services  in  Section  406(a)(1)(C)  of 
ERISA  or  potential  exemptive  ap¬ 
proaches,  appropriately  protective  of 
plan  participants,  could  be  developed.14* 


change  where  neither  buyer  nor  seller  (nor 
the  agent  of  either)  knows  the  identity  of 
the  other  party  involved.  In  this  case,  there 
is  no  reason  to  impose  a  sanction  on  a 
fiduciary  (or  party-in-lnterest)  merely  be¬ 
cause,  by  chance,  the  other  party  turns  out 
to  be  a  party-in-interest  (or  plan) .” 

Joint  Explanatory  Standard  of  the  Comm, 
of  Conference,  S.  Rep.  No.  93-1000,  93d 
Cong.,  2d  Sess.  265  (1974).  Commentators 
are  Invited  to  suggest  solutions  to  this  pos¬ 
sible  problem  under  proposed  Rule  llal-3. 

147  See.  e.g.,  NYSE  Rules  391  and  392.  Again, 
commentators  are  invited  to  offer  specific 
alternatives  for  consideration. 

ERISA  is  administered  by  the  Depart¬ 
ment  of  Labor  and  the  Internal  Revenue 
Service.  Because  it  is  a  relatively  new  statute 
affecting  a  very  complicated  area,  the  De¬ 
partment  and  the  Service  have  necessarily 
been  careful  in  adopting  definitive  views  on 
some  of  the  more  complex  provisions.  Por 
example,  in  adopting  exemptions  (which 
currently  expire  on  May  1,  1978)  respecting 
employee  benefit  plans  and  broker-dealers, 
reporting  dealers  and  banks,  the  Department 
and  the  Service  have  cautioned: 

•  •  *  Furthermore,  the  fact  that  a  transac¬ 
tion  is  the  subject  of  an  exemption  is  not 
dispositive  of  whether  the  transaction  would 
have  been  a  prohibited  transaction  in  the 
absence  of  such  exemption,  or.  though  it 
would  have  been  a  prohibited  transaction 
is  exempt  by  operation  of  a  statutory  exemp¬ 
tion  or  a  transitional  rule.  40  PR  50845  (Oct. 
31.  1975). 

The  legislative  history  of  Section  11(a) 
makes  it  clear  that  it  was,  to  some  extent, 
viewed  as  related  to  ERISA  in  concept.  Por 
example,  the  Conference  Report  stated 
that: 

“The  Conferees  believe  that  the  Depart¬ 
ment  of  Labor  and  the  Internal  Revenue 
Service  in  administering  the  Employee  Re¬ 
tirement  Income  Security  Act  ("ERISA”), 
should  provide  an  exemption  from  the  pro¬ 
hibited  transactions  provisions  of  that 
statute  to  permit  securities  firms  to  continue 
to  provide  brokerage  services  to  accounts 
with  respect  to  which  they  exercise  invest¬ 
ment  discretion  until  May  1,  1978.  Such  an 


5.  In  addition,  the  proposed  nile  would 
be  dependent  on  open  access  to  the  ex¬ 
change  and  the  exchange  would  be  re¬ 
quired  to  develop  an  access  plan  identi¬ 
cal  to  that  described  in  connection  with 
proposed ^tule  lla2-l. 

Effect  vs.  Execute.  Since  Section  11(a) 
(I)  is  drawn  to  prohibit  “effecting"  cer¬ 
tain  transactions  on  an  exchange,  it 
might  be  interpreted  only  to  cover  ex¬ 
change  transactions  executed  directly  by 
a  member  for  its  own  account,  the  ac¬ 
count  of  an  associated  person,  or  an  ac¬ 
count  as  to  which  the  member  or  ite 
associated  person  exercises  investment 
discretion.  Alternatively,  it  might  be  in¬ 
terpreted  to  cover  not  only  those  trans¬ 
actions  but  also  transactions  for  those 
accounts  effected  indirectly  by  the  mem¬ 
ber  by  using  the  services  of  another 
member  to  execute  the  transaction.14* 
Section  11(a)(2)(C)  authorizes  regula¬ 
tion  (or  prohibition)  of  transactions 
“effected”  on  an  exchange  by  any  broker 
or  dealer  not  a  member  thereof.  Taken 
together,  those  two  uses  of  the  word 
“effect”  point  toward  the  second  inter¬ 
pretation  since,  under  current  circum¬ 
stances,  a  non-member  may  “effect”  a 
transaction  only  by  utilizing  the  serv- 

exemption  would  conform  that  statute  and 
the  provisions  of  this  bill,  thus  permitting 
securities  firms  to  phase  out  this  combina¬ 
tion  of  businesses  in  an  orderly  way.  Simi¬ 
larly,  the  conferees  hope  that  the  Depart¬ 
ment  of  Labor  and  the  Internal  Revenue 
Service  will,  to  the  maximum  degree  consist¬ 
ent  with  the  policies  of  ERISA,  conform  the 
prohibitions  in  that  statute  applicable  to  se¬ 
curities  firms  and  municipal  securities  deal¬ 
ers  to  the  provisions  and  policies  of  this  bill. 
Conference  Report,  at  107.” 

While  the  prohibitions  of  Section  11(a) 
and  the  prohibited  transactions  provisions  of 
ERISA  may  overlap  to  some  extent,  there  are 
areas  covered  by  Section  11(a)  which  would 
not  be  covered  by  ERISA.  Nevertheless,  in 
view  of  the  apparent  Congressional  desire  to 
harmonize  the  policies  of  the  1975  Amend¬ 
ments  and  ERISA,  the  Commission  antici¬ 
pates  consulting  with  the  Department  and 
the  Service  In  order  to  develop  a  policy  ap¬ 
proach  to  Section  11(a)  that  will  be  consist¬ 
ent,  to  the  maximum  extent  feasible,  with 
the  approach  to  ERISA  taken  by  the  Depart¬ 
ment  and  the  Service. 

•‘•Section  3(a)(3)(A)  of  the  Act  defines 
the  term  “member,”  when  used  with  respect 
to  a  national  securities  exchange,  to  include, 
among  others.  “(U  any  natural  person  per¬ 
mitted  to  effect  transactions  on  the  floor  of 
the  exchange  without  the  services  of  another 
person  acting  as  broker.  (11)  any  registered 
broker  or  dealer  with  which  such  a  natural 
person  is  associated,  [and|  (ill)  any  regis¬ 
tered  broker  or  dealer  permitted  to  designate 
as  a  representative  such  a  natural  person 
•  •  •.”  Presumably,  under  current  circum¬ 
stances,  a  non-member  would  be  a  person 
who  fit  none  of  those  categories  and  was,  ac¬ 
cordingly.  not  able  to  “effect”  any  transac¬ 
tions  without  utilizing  the  services  of  a 
member.  Many  members  do,  of  course,  choose 
currently  to  rely  on  the  services  of  other 
members  to  execute  transactions  for  their 
customers  and  do  not.  themselves,  maintain 
a  floor  presence.  Xf  “effect”  were  to  be  read 
narrowly,  those  members  would  not  be  sub¬ 
ject  to  Section  11(a). 


ices  of  a  member.14*  Under  that  Inter¬ 
pretation  a  member  would  not  be  able 
to  effect  a  transaction  by  using  the  serv¬ 
ices  of  another  member  to  execute  the 
transaction  unless  the  member  would 
itself  have  been  permitted  under  Section 
11(a)(1)  to  execute  the  transaction.141 

Several  commentators  criticized  the 
broader  interpretation  144  on  the  theory 
that  it  would  restrict  the  activities  of 
exchange  member  firms  in  a  way  not 
intended  by  Congress.  That  interpreta¬ 
tion  would,  they  argued,  unfairly  deprive 
them  of  the  opportunity,  as  exchange 
members,  to  manage  institutional  ac¬ 
counts  for  which  other  firms  were  en¬ 
gaged  to  execute  exchange  transactions. 
On  the  other  hand,  some  industry  rep¬ 
resentatives  agreed  in  substance  with 
that  interpretation  on  the  theory  that 
exchange  members  might  hire  a  two- 
doll&r  broker,  if  “effect"  were  interpreted 
narrowly,  and  thereby  avoid  Section  11 
(a).1”  Other  representatives  noted  that 

“•The  Introduction  of  more  modern  elec¬ 
tronic  equipment  and  further  developments 
of  a  national  market  system  may.  in  time, 
obviate  the  need  for  off-floor  members,  who 
typically  are  “regional”  members,  to  rely  on 
the  execution  services  of  other  members. 
Similarly,  the  development  of  a  national 
system  for  clearance  and  settlement  may 
displace,  to  some  extent,  private  clearing 
systems.  Those  developments  may  make  at 
leant  part  of  the  definition  of  "member”  ob¬ 
solete.  In  any  event,  restrictions  currently 
imposed  on  use  of  modern  communications 
equipment  to  obtain  access  to  exchange  fa¬ 
cilities  are  under  review.  See  Securities  Ex¬ 
change  Act  Release  Nos.  12157  (Mar.  9.  1976) . 
41  PR  10662  (Mar.  12,  1978):  and  13027  (Dec. 
1.  1976).  41  PR  53557  (Dec.  7.  1976). 

“*  Por  example.  If  member  firm  A  (which 
would  generally  be  a  registered  broker- 
dealer)  exercises  investment  discretion  over 
an  account,  then,  even  though  member  B 
(whether  or  not  member  B  was  part  of  a 
member  firm)  executes  a  transaction  for  the 
account,  member  firm  A  would  also  “effect” 
the  transaction  by  directing  It  to  member  B. 
On  the  other  hand.  If  investment  manager  C, 
an  associated  person  of  member  firm  A,  ex¬ 
ercises  investment  discretion  over  an  account 
and  directs  transactions  through  member  B 
(without  any  participation  by  member  firm 
A) ,  then  member  firm  A  would  not  be  “effect¬ 
ing"  the  transaction.  See  Gordon  Securities 
Limited.  1975-1976  Transfer  Binder)  Fed. 
Sec.  L.  Ren.  (CCH)  180.473  (Mar.  1.  1976). 
That  distinction,  which  flows  from  the  struc¬ 
ture  of  Section  11(a).  could  be  seen  as  de¬ 
pending  wholly  on  formal  considerations.  On 
the  other  hand.  If  the  distinction  were  not 
made,  there  would  be  additional  disincen¬ 
tives  to  exchan  ee  membership. 

175  See.  e.g..  Responses  of  The  Association 
of  the  Bar  of  The  City  of  New  York  (Apr.  15. 
1976);  Baer  A  McOoldrlck  on  behalf  of  Weiss. 
Peck  A  Greer  (Jun.  15.  1976);  Goldman, 
Sachs  A  Co.  and  Salomon  Brothers  (Jun.  22. 
1976) ;  Merrill  Lynch,  Pierce,  Fenner  A  Smith 
Incorporated  (received  Jun.  16,  1976);  the 
New  York  Stock  Exchange,  Inc.  (Jun.  25, 
1976);  and  the  Securities  Industry  Associa¬ 
tion  (May  IS.  1976),  Pile  No.  S7-613. 

“*  See,  e  g..  Response  of  Goldman.  Sachs  A 
Co.  and  Salomon  Brothers  (Jun.  22.  1976), 
at  6-8:  Response  of  the  New  York  Stock  Ex¬ 
change.  Inc.  (Jun.  25.  1976) ,  at  1-2,  Pile  No. 
S7-61S. 
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“lulnlike  many  other  Exchange  Act  pro¬ 
visions  where  the  term  ‘effect’  is  used 
(for  example,  Section  9,  15  U.S.C.  78(i), 
the  term  ‘effect’  as  used  in  Section  11(a) 
(1)  is  not  qualified  by  the  phrase  ‘direct¬ 
ly  or  indirectly.’  ”  “*  It  was  also  sug¬ 
gested  that  Section  11(a)  (2)  (C),  which 
authorizes  the  Commission  to  extend  the 
Section  11(a)  prohibitions  to  nonmem¬ 
bers,  was  addressed  to  possible  future 
circumstances. 

Section  11(a)  can  be  viewed  as  in¬ 
tended  in  large  part  to  redress  a  per¬ 
ceived  competitive  imbalance  favoring 
member  firms  which  would  use  advan¬ 
tages  of  time  and  place  given  them  by 
direct  access.  They  might  thereby  be  in 
a  position  to  provide,  it  could  be  sug¬ 
gested,  better  executions  than  might  be 
available  to  nonmembers  that  did  not 
have  their  own  in-house  employees  on 
exchange  floors  nor  effective  and  ready 
means  of  obtaining  access.  In  view  of 
that  possibility  and  in  view  of  the  con¬ 
sequences  of  a  consistent  construction  of 
“effect”  in  Section  11(a)  on  the  structure 
of  the  securities  industry,  the  Commis¬ 
sion  is  proposing  for  comment  the  fol¬ 
lowing  rule  which,  if  adopted,  would  be 
intended  to  eliminate  certain  disparities: 

§  240.1  la2— 2  Members'  transactions  ef¬ 
fected  through  other  members. 

(a)  A  member  (the  “initiating  mem¬ 
ber”)  may  not  effect  a  transaction  on  a 
national  securities  exchange  for  its  own 
account,  the  account  of  an  associated 


■*  Response  of  The  Association  of  the  Bar 
of  The  City  of  New  York  (Apr.  16,  1976),  at 
2,  Pile  No.  87-613.  That  observation,  to  the 
extent  it  was  thereby  being  suggested  that 
Inferences  should  be  drawn  as  to  the  mean¬ 
ing  of  “effect”  from  the  presence  or  absence 
of  the  phrase  “directly  or  indirectly,"  does 
not  appear  to  be  predicated  on  an  entirely 
comprehensive  analysis.  In  several  places  in 
the  Act,  the  word  “effect”  is  modified  by  the 
phrase  “directly  or  indirectly.”  See,  e.g„  Sec¬ 
tions  6,  9(a)  and  30,  15  D.S.C.  78e,  781(a) 
and  78dd.  At  the  same  time,  the  word 
“effect,"  and  its  cognates,  are  more  often 
used  alone,  in  contexts  (other  than  Section 
11(a))  where  a  constricted  interpretation 
would  be  wholly  Inappropriate.  See,  e.g..  Sec¬ 
tions  3(a)(4),  3(a) (31),  3(d),  6(e)(1)(A), 
6(e)(1)(B),  6(e)(3).  9(b),  10(a),  11(b), 
11(d),  llA(c) (1) ,  llA(c) (2) ,  llA(c) (3) (A) 
(i),  11A(C)  (3)  (A)  (ii) ,  llA(c)  (3)  (B) ,  11A 
(C)(4)(A),  12(a),  12(f)(2),  12(J).  12(k), 
13(f)(1)(D).  13(f) (l)(E)(iv).  13(f)(1)(E) 
(vil),  13(f)  (l)(E)(vili).  16(a)(1).  16(b)(7), 
16(b)(8),  16(b)(9),  15(c)(1),  15(c)(2),  16 
(c)(3),  15(c)(5),  15(c)(6),  15B(a) (1) ,  16B 

(b) (2)(A),  15B(c) (1) ,  28(d),  28(e)(1),  28 

(e)  (2)  and  28(e)  (3)  (C) ,  15  DB.C.  78c(a)  (4) , 
78c(a)  (31),  78c(d) ,  78f (e)  (1)  (A) .  78f(e)(l) 
(B),  78f(e)  (3),  781(b),  78j(a),  78k(b),  78k 
<d),  78k-l (c)(1),  78k-l (c)(2),  78k-l (c)(3) 
(A)  (i) ,  78k-l  (c)(3)  (A)  (li),  78K-1  (c)(3)(B), 
78k-l (C)(4)  (A),  781(a),  781(f)(2),  781(J), 
78i(k),  78m(f)  (1)  (D) ,  78m (f)  (1)  (E)  (lv) , 

78m(f)  (1)  (E)  (vil) ,  78m(f)  (1)  (E)  (viil) ,  78o 
(a)(1),  78o(b)(7),  78o(b)(8).  78o(b)(9), 
780(0(1),  780(c)(2),  780(C)(3),  78o(c)(5), 
730(C)(6),  780-2 (a) (1),  780-2(b)(A).  78o-2 

(c)  (1),  78bb(d),  78bb(e)  (1),  78bb(e)  (2)  and 
78bb(e)  (3)  (C).  At  the  same  time,  the  Con¬ 
gress  added  qualifying  phrases  in  other  sec¬ 
tions  where  a  narrower  meaning  was  in¬ 
tended.  See,  e.g.,  Sections  3(a)(3),  6(c)(4), 
6(f)(1)  and  6(f)(2),  15  DSC.  78c(a)(3), 
78f  (c)  (4) ,  78f(f)  (1)  and  78f(f)  (2) . 


FEDERAL 


person,  or  an  account  as  to  which  it  or 
an  associated  person  exercises  invest¬ 
ment  discretion  unless: 

(1)  Such  transaction  is  of  a  kind  de¬ 
scribed  in  paragraphs  A  through  H  of 
section  11(a)  (1)  of  the  Act  and  the  rules 
and  regulations  thereunder;  or 

(2)  Such  transaction  is  effected  in 
compliance  with  the  following  condi¬ 
tions: 

(i)  Such  transaction  is  executed  on  the 
floor,  or  through  use  of  the  facilities,  of 
the  exchange  by  a  member  (the  “execut¬ 
ing  member”)  which  is  not  an  associated 
person  of  the  initiating  member; 

(ii)  The  order  for  such  transaction  is 
transmitted  from  off  the  exchange  floor; 

(iii)  Neither  the  initiating  member  nor 
any  associated  person  of  the  initiating 
member  participates  In  the  execution 
of  the  transaction  at  any  time  after  the 
order  for  such  transaction  has  been 
transmitted  to  the  exchange  floor;  and 

(lv)  The  transaction  is  effected  on  an 
exchange  which  has  a  plan  pursuant  to 
paragraph  (b)  hereof. 

(b)  Exchanges  may  file  with  the  Com¬ 
mission  pursuant  to  section  19(b)  of  the 
Act  a  plan  (in  the  form  of  comprehen¬ 
sive  rules)  (1)  setting  forth  objective 
criteria  with  respect  to  membership  and 
access  to  exchange  and  member  services 
(on  and  off  the  floor)  and  specifying  time 
periods  for  action  on  all  applications  for 
membership  or  access;  and  (2)  delineat¬ 
ing  precisely  the  scope  of  exchange  juris¬ 
diction  to  be  exercised  over  associated 
persons.  The  Commission  shall  not  de¬ 
clare  any  such  plan  effective  unless  it 
shall  determine  that  such  plan  elimi¬ 
nates  all  burdens  on  competition  not 
reasonably  necessary  in  furtherance  of 
the  purposes  of  the  Act  and  is  otherwise 
consistent  with  the  Act  and  the  rules 
and  regulations  thereunder. 

(c)  Any  transaction  effected  in  com¬ 
pliance  with  the  requirements  of  para¬ 
graph  (a)  (2)  shall  be  deemed  to  be  of 
a  kind  which  is  consistent  with  the  pur¬ 
poses  of  section  11(a)  (1)  of  the  Act,  the 
protection  of  investors,  and  the  mainte¬ 
nance  of  fair  and  orderly  markets. 

Several  points  should  be  noted  in  con¬ 
nection  with  the  proposed  rule.  First,  the 
proposed  rule  would  relate  not  only  to 
members’  proprietary  trading  but  also 
their  trading  for  certain  associated  per¬ 
son  and  managed  institutional  accounts. 
It  would  be  adopted  under,  among  others, 
Sections  11(a)(1)(H)  and  11(a)(2). 
Transactions  effected  pursuant  to  the 
rule  would  be  exempted  from  the  general 
prohibition  in  Section  11(a)(1)  but 
would  be  regulated  in  accordance  with 
the  rule.  Second,  the  rule  would  permit 
transactions  to  be  executed  by  any  unaf¬ 
filiated  member,  including  a  two-dollar 
broker,  a  commission  house  broker,  or  an 
exchange  specialist  or  marketmaker. 
Third,  the  initiating  member  would  be 
required  to  transmit  the  order  from  off 
the  floor  and  would  not  thereafter  be 
permitted  to  participate  in  executing  the 
transaction."*  In  addition,  the  proposed 


’“This  would  mean  for  example,  that  a 
member  firm  could  not  use  its  own  floor 
broker,  thus  limiting  the  extent  to  which  a 
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rule  would  be  dependent  on  open  access 
to  the  exchanges,  which  would  be  re¬ 
quired  to  develop  an  access  plan  identical 
to  that  described  above,  in  connection 
with  proposed  Rule  lla2-l. 

(Securities  Exchange  Act  of  1934,  15  Dfl.C. 
78a  et  seq.,  and  particularly  Sections  2,  3,  6, 
10,  11,  11  A,  15  and  23,  15  D.S.C  78b,  78c,  78f, 
78J,  78k,  78k-l,  78o  and  78w.)  * 

By  the  Commission. 

George  A.  Fitzsimmons, 

Secretary. 

March  18, 1977. 

Appendix  A. — Summary  of  Comments 
Submitted  on  Section  11(a)  in  Re¬ 
sponse  to  Securities  Exchange  Act 
Release  No.  10255 

part  i:  overview 

Thirty  respondents  submitted  a  total 
of  over  360  pages  of  comments  on  Secur¬ 
ities  Exchange  Act  Release  No.  12055.' 
The  commentators  included  five  national 
securitiei  exchanges,  the  Securities  In¬ 
dustry  Association  (the  “SIA”),  the 
United  States  Department  of  the  Treas¬ 
ury  (the  “Treasury”),  the  Association  of 
the  Bar  of  The  City  of  New  York  (the 
“City  Bar  Association”),  the  American 
Council  of  Life  Insurance,  and  numerous 
rgeistered  brokers  and  dealers. 

The  submission  reflected  in  many  cases 
concern  with  Section  11(a)  of  the  Se¬ 
curities  Exchange  Act  of  1934  (the 
“Act”)  ,*  which,  it  appears,  has  begun  to 
affect  adversely  the  operations  of  ex¬ 
change  member  organizations  and  to  al¬ 
ter  the  manner  in  which  business  is  con¬ 
ducted  generally  in  the  securities  indus¬ 
try.  Considerable  dissatisfaction  was 
voiced  concerning  the  impact  which  Sec¬ 
tion  11(a)  Is  expected  to  have  on  ex¬ 
change  members’  ability  to  compete  with 
non-exchange  member  brokers  and  deal¬ 
ers,  and  other  persons  offering  forms  of 
investment  advice,  for  money  manage¬ 
ment  business.  Section  11(a)  was  thus 
believed  to  be  a  major  disincentive  to  the 
retention  or  acquisition  of  exchange 
membership.  It  was  repeatedly  suggested 
that  the  policies  underlying  Section  11(a) 
were  obsolete  els  the  result  of  events  oc¬ 
curring  after  the  enactment  of  Section 
11(a) ;  it  was  also  argued  that  those  poli¬ 
cies  were  supported  by  unsubstantiated 
asertions.  Consequently,  the  commen¬ 
tators,  by  and  large,  expressed  the  view 


member  firm  could  achieve  vertical  integra¬ 
tion  of  one  aspect  of  Its  brokerage  operations. 
Commentators  may  wish  to  compare  the 
benefits.  If  any,  to  Investors  and  the  public 
interest  derived  from  proscribing  one  aspect 
of  vertical  integration  with  possible  efficien¬ 
cies  to  be  derived  from  permitting  all  money 
managers  to  decide  for  themselves  whether 
vertical  integration  is  or  is  not  desirable 
under  rules  directed  at  specific  conflict-of- 
interest  problems.  Also,  commentators  may 
wish  to  consider  whether  the  rule  should  be 
modified  to  permit  use  of  automatic  order 
executions  systems  currently  in  place  on  sev¬ 
eral  exchanges. 

1  Securities  Exchange  Act  Release  No.  12055 
(Jan.  27,  1976),  41  PR  8075  (Feb.  24,  1976) 
(hereinafter  referred  to  as  “Release  No. 
12056”) . 

*  15  D  S  C.  78k (a). 
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„hat  the  exemptive  provisions  of  Section 
11(a)  should  be  broadly  construed  and 
fully  utilized  by  the  proposal  and  adop¬ 
tion  of  Commission  rules.  Many  requests 
for  exemptions  were  received  with  re¬ 
spect  to  different  types  of  specialized  ac¬ 
tivities  performed  by  member 
organizations.* 

Release  No.  12055  offered  an  opportu¬ 
nity  for  some  commentators  to  recon¬ 
sider  past  positions  and  statements  made 
concerning  Section-  11(a)  during  the 
legislative  process  or  during  legislative 
consideration  of  earlier  bills  with  similar 
provisions.4  In  the  past,  the  SIA,  for  ex¬ 
ample,  has  endorsed  the  prohibition  of 
affiliated  trading  contained  in  former 
Rule  19b-2  in  preference  to  Section 
11(a)  as  proposed  in  S.  249.5  In  response 
to  Release  No.  12055,  the  SIA  initially 
presented  a  detailed  set  of  comments, 
recommending  a  broad  expansion  of  the 
coverage  of  the  general  prohibition  of 
Section  11(a)(1)  to  the  over-the-count¬ 
er  markets  under  certain  conditions,6 


« The  Commission,  for  example,  was  re¬ 
quested  to  exempt,  pursuant  to  Section 
11(a)  (1)  (H),  principal  transactions  in  listed 
corporate  bonds,  options  hedging  transac¬ 
tions,  and  transactions  for  such  managed  ac¬ 
counts  as  pension  funds,  Keogh  plans  and 
ERISA  accounts.  The  New  York  Stock  Ex¬ 
change,  Inc.  (the  “NYSE")  alone  sought  ex¬ 
emptions  to  cover  the  situations  in  which  (1) 
a  member  has  an  inventory  remaining  from 
a  prior  offering  and  wishes  to  dispose  of  those 
shares;  (2)  there  is  an  order  imbalance  in  a 
specific  security  on  the  floor  which  requires 
a  member  to  assist  the  specialist;  (3)  there 
is  a  special  block  transaction  subject  to  ap¬ 
plicable  NYSE  rules;  or  (4)  a  member  wishes 
to  trade  as  a  principal  in  listed  corporate 
bonds. 

*  See  S.  249,  94th  Cong.,  1st  Sess..  Section  5 
(1975);  H  R.  4111,  94th  Cong.,  1st  Sess.,  Sec¬ 
tion  105  (1975);  S.  470,  93d  Cong.,  1st  Sess.. 
Section  1  (1973);  S.  488,  93d  Cong.,  1st  Sess.. 
Section  2  (1973);  H.R.  6050,  93d  Cong.,  1st 
Sess..  Section  204  (1973);  S.  3347,  92d  Cong., 
2d  Sess.  (1972);  S.  1164.  92d  Cong.,  2d  Sess. 
(1972). 

s  Hearings  on  S.  249  before  the  Subcomm. 
on  Securities  of  the  Senate  Comm  on  Bank¬ 
ing.  Housing  and  Urban  Affairs.  94th  Cong., 
1st  Sess.  359  (1975)  (hereinafter  referred  to 
as  the  S.  249  Hearings) .  Earlier,  in  the  hear¬ 
ings  on  S.  470,  the  SIA  had  then  advocated  a 
broad  ban  on  institutional  exchange  mem¬ 
bership  but  opposed  any  prohibition  on  the 
combination  of  money  management  and 
brokerage  business  by  “securities  firms." 
Hearings  on  S.  470  before  the  Subcomm.  on 
Securities  of  the  Senate  Comm,  on  Banking. 
Housing  and  Urban  Affairs,  93d  Cong.,  1st 
Sess.  388-390  (1975)  (hereinafter  referred  to 
as  the  S.  470  Hearings) .  During  testimony  on 
two  earlier  bUls  relating  to  institutional 
membership,  S.  1164  and  S.  3347,  the  SIA  had 
gone  on  record  as  opposed  to  institutional 
membership  on  national  exchanges,  but  had 
also  expressed  reservations  as  to  any  general 
ban  on  member  self-dealing.  Hearings  on 
S.  3347  and  S.  1164  before  the  Subcomm.  on 
Securities  of  the  Senate  Comm,  on  Banking. 
Housing  and  Urban  Affairs.  92d  Cong..  2d 
Sess.  658.  661-62  (1972). 

*  Response  of  the  SIA  (hereinafter  referred 
to  as  the  SIA) ,  (May  13, 1976) ,  Securities  and 
Exchange  Commission  File  No.  S7-613  (here¬ 
inafter  referred  to  as  File  No.  S7-613).  The 
SIA  had  proposed  a  revision  of  the  definition 
of  member"  to  mean  any  person,  including 


and  exemptive  relief  such  as  the  perma¬ 
nent  extension  at  the  grandfather  clause 
under  Section  11(a)(3)  to  benefit  pre- 
May  1,  1976  members  which  perform 
brokerage  on  behalf  of  managed  Insti¬ 
tutional  accounts.7  It  later  withdrew 
those  comments,  concluding  that  full  ap¬ 
plication  of  Section  11(a)  would  not  be 
in  the  best  interests  of  the  securities  in¬ 
dustry.8 

Other  respondents  which  had  earlier 
expressed  support  for  Section  11(a)  or 
similar  provisions  in  earlier  bills  also 
modified  their  positions.  The  NYSE 
stated  that  “Section  11(a)  currently 
provides  a  potentially  serious  disincen¬ 
tive  to  NYSE  membership”*  and  sug¬ 
gested  that  the  exemptions  contained 
in  Section  11(a)(1)  be  construed  broad¬ 
ly.  In  addition,  the  NYSE  proposed  a 
number  of  exemptions  **  as  a  means  of 
promoting,  inter  alia,  “equality  of  reg¬ 
ulation”  between  exchange  markets  and 
the  over-the-counter  markets.11 

The  only  two  nonmember,  money 
management  organizations  to  respond 
to  Release  No.  12055  favored  Section 
11(a).  The  American  Council  of  Life 
Insurance  has,  along  with  its  predeces¬ 
sors,13  given  some  support  to  Section 
11(a).13  The  second  organization,  the 


a  bank  or  other  financial  institution,  exe¬ 
cuting  transactions  in  listed  securities  on  a 
regular  basis  without  the  services  of  another 
person  acting  as  a  broker.  That  proposal  was 
made  on  the  assumption  that  restrictions  on 
off-board  principal  transactions  would  be 
eliminated  or  the  growth  of  off-board  trad¬ 
ing  in  listed  securities  would,  in  any  event, 
continue.  Two  other  respondents  had  also 
suggested,  albeit  briefly,  the  extension  of 
Section  11(a)(1)  to  non-member  broker- 
dealers. 

4  Id. 

•SIA  (Dec.  21,  1976). 

•  Response  of  the  New  York  Stock  Ex¬ 
change,  Inc.  (hereinafter  referred  to  as  the 
NYSE)  at  7.  File  No.  S7-613. 

11  Note  3  supra. 

“  The  NYSE  suggested,  in  the  alternative, 
that  the  regulatory  scheme  of  Section  11(a) 

(1)  should  be  extended  to  the  third  market 
through  the  Commission's  exercise  of  its 
regulatory  authority  under  Section  11(a) 

(2) . 

15  The  American  Council  of  Life  Insurance 
is  the  product  of  a  merger  in  1976  between 
the  Institute  on  Life  Insurance  and  the 
American  Life  Insurance  Association.  The 
latter  was  in  turn  the  product  of  an  earlier 
merger  between  the  American  Life  Conven¬ 
tion  and  the  Life  Insurance  Association  of 
America. 

"Response  of  the  American  Council  of 
Life  Insurance  (Dec.  1.  1976),  File  No.  S7- 
613.  It  had  also  suggested  that  a  repeal 
of  all  restrictions  on  access  to  exchange 
membership — in  particular  Rule  19b-2  type 
provisions — would  be  a  “legitimate"  alter¬ 
native  to  Section  11(a).  Testimony  of  the 
American  Life  Insurance  Association  on  S. 
249.  S.  249  Hearings,  at  296.  See  also  Testi¬ 
mony  of  Harold  E.  Bigler.  Jr.,  and  Paul 
J.  Mason.  Esq.  on  behalf  of  the  American 
Life  Convention  and  the  Life  Insurance 
Association  of  America.  Commission  Hear¬ 
ings  on  Proposed  Rule  19b-2  (Nov.  28. 
1972),  Securities  and  Exchange  Commission 
File  No.  S7-452  (hereinafter  referred  to  as 
File  No.  S7-452) . 


Investment  Counsel  Association  of  Amer¬ 
ica,  Inc.,  has,  in  the  past,  expressed  op¬ 
position  to  the  80-20  test  of  former 
Rule  19b-2  and  stated  that  exchange 
members'  “relationships  with  both  in¬ 
vestment  companies  and  all  such  dis¬ 
cretionary  accounts  should  be  pro¬ 
hibited,  and  on  a  100  percent  and  not 
an  80-20  basis.”  14  Recently,  it  expressed 
strong  support  for  maintaining  high 
professional  standards  in  the  securities 
industry.1* 

Part  II  contains  a  detailed  summary 
of  the  comments  submitted  in  response 
to  Release  No.  12055.  First,  there  is  a 
summary  of  the  comments  according  to 
major  issues  arising  with  respect  to  Sec¬ 
tion  11(a).  Second,  there  is  a  summary 
of  the  comments  submitted  in  response 
to  each  of  nine  questions  posed  in  Re¬ 
lease  No.  12055. 

PART  II :  DETAILED  SUMMARY 

Securities  Exchange  Act  Rule  llal-1 
(D.1*  Although  the  respondents  gener¬ 
ally  favored  Rule  llal-l(T),17  there 
were  significant  comments  with  respect 
to  its  form  or  the  potential  interpreta¬ 
tion  of  its  terms.  Those  comments  re¬ 
lated.  for  the  most  part,  to  the  language 
of  Section  11(a)(1)  (G)  itself,  which  re¬ 
spondents  generally  viewed  as  ambigu¬ 
ous. 

One  submission  argued  for  a  liberal 
construction  of  Section  11(a)  (1)  (G)  and 
Rule  llal-1  (T)  in  order  to  permit  firms 
with  a  broad  and  diverse  securities  busi¬ 
ness  to  remain  exchange  members.1'  For 
purposes  of  the  income  test  imposed  by 
Section  11(a)(1)(G),  it  was  contended 
that  income  derived  from  market  mak¬ 
ing  and  investment  advisory  services 
should  be  included,  and  that  the  phrase, 
“selling  securities  to  customers,”  ”  should 
not  be  construed  to  include  only  public 
customers.  A  contrary  view  would  ex¬ 
clude  the  revenues  of  market  makers 
and  other  types  of  dealers,  which  do 
business  generally  with  other  broker- 


14  Response  of  the  Investment  Counsel 
Association  of  America.  Inc.  (Oct.  3,  1972), 
File  No.  S7-452. 

15  Letter  to  Roderick  M.  Hills.  Chairman. 
Securities  and  Exchange  Commission,  from 
John  L.  Casey,  Chairman,  Investment  Coun¬ 
sel  Association  of  America.  Inc.  (Dec.  1. 
1976). 

“17  CFR  240.1  la-1  (T). 

17  See,  e.g..  Response  of  Asiel  &  Co.  (here¬ 
inafter  referred  to  as  Asiel  &  Co.),  at  1,  File 
No.  S7-613;  Response  of  Baer  A  McOoldrtck 
on  behalf  of  Weiss.  Peck  &  Greer  (herein¬ 
after  referred  to  as  Weiss,  Peck),  at  21,  File 
No.  S7-613:  Response  of  the  Boston  Stock 
Exchange  (hereinafter  referred  to  as  the 
BSE),  at  3.  File  No.  S7-613;  SIA  (May  13. 
1976),  at  7. 

“Weiss,  Peck,  at  2.  The  business  of  that 
respondent  includes  brokerage  for  Individ¬ 
ual  and  institutional  customers;  specialist 
activities  on  the  NYSE;  Investment  manage¬ 
ment  services  to  pension,  profit-sharing  and 
welfare  trusts,  universities  and  other  trusts, 
and  Individuals;  serving  as  an  investment 
advisor;  participation  in  an  institutional 
venture  capital  partnership;  'and  consulting 
services  to  corporations  with  respect  to  merg¬ 
ers.  acquisitions  and  general  business 
planning. 

“  Id.,  at  8. 
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dealers,  and  deprive  many  such  enti¬ 
ties  of  the  exemption  provided  by  Sec¬ 
tion  11(a)  (1)  (G).  That  respondent  fur¬ 
ther  argued  that  a  contrary  view  would 
be  inconsistent  with  the  legislative  his¬ 
tory  of  the  Securities  Acts  Amendments 
of  1975  *  and  the  Commission’s  interpre¬ 
tation  of  Section  3(c)  (2)  of  the  Invest¬ 
ment  Company  Act  of  1940*  In  support 
of  its  view  that  “related  activities”  in¬ 
clude  certain  types  of  income  from  in¬ 
vestment  advisory  services,  that  firm 
considered  the  legislative  history  of  the 
1975  Amendments  and  the  meaning  of 
Section  3(c)(2).  The  legislative  history, 
it  stated,  discloses  that  both  the  Sen¬ 
ate  and  the  House  bills  contained  a  pro¬ 
prietary  exemption,  although  the  Sen¬ 
ate  version  was  much  broader  than  the 
House  version,  and  that,  in  light  of  a 
presumed  goal  to  eliminate  exchange 
membership  by  financial  Institutions,  the 
exemption  should  continue  to  permit 
proprietary  transactions  by  members 
with  a  bona  fide  securities  business.  That 
firm  further  pointed  out  that  Section 
3(c)  (2)  reinforces  such  a  view  of  the 
proprietary  exemption  under  Section  11 
(a)(1);  Commission  staff  interpretative 
and  no- action  letters  issued  with  respect 
to  that  Section,  it  stated,  have  construed 
its  language  to  refer  to  a  broad  range  of 
securities  activities  conducted  by  invest¬ 
ment  banking  firms,  broker-dealers,  and 
exchange  members  generally.” 

Overall,  that  commentator  asserted 
that  Section  11(a)  and  its  legislative 
history  evidence  a  Congressional  con¬ 
cern  with  the  strength  of  the  auction 
market  and,  as  an  integral  part  thereof, 
the  role  of  specialist  firms.  To  exclude 
specialist  income  from  being  a  permis- 
ible  source  of  income  in  the  computation 
of  the  income  test,  it  contended,  would 
Impair  that  Congressional  purpose. 
Similarly,  to  exclude  advisory  fees 
would  ignore  the  close  link  between  the 
rendition  of  advisory  services  and  the 
execution  of  resulting  brokerage,  deprive 
the  industry  of  a  stable  source  of  reve¬ 
nue  and  thereby  tend  to  destabilize  the 
auction  market.  It  would  also  encourage 
contributors  of  capital  to  a  member  or¬ 
ganization  to  withdraw  their  invest¬ 
ments  since  Rule  llal-l(T)  .would  not 
recognize  income  from  member  trading 
for  the  purposes  of  the  Section  11(a)(1) 
(G)  income  test,  or  it  would  act  as  an 
incentive  for  a  member  organization  to 
divest  nonqualifying  businesses,  e.g., 
specialist  activities.  Divesting  non-qual- 

*>  Pub.  L.  No.  94-29  (June  4,  1975)  (here¬ 
inafter  referred  to  as  the  "1975  Amend¬ 
ments”)  . 

“15  U.S.C.  80a-3(c)  (2).  According  to  the 
Committee  of  Conference,  Section  11(a)(1) 
(G)(i)  was  patterned  on  Section  3(c)(2), 
which  serves  the  purpose  of  excluding  from 
the  definition  of  “Investment  company”  per¬ 
sons  which  meet  the  prescribed  standards. 
See  Securities  Acts  Amendments  of  1975, 
Conference  Report  to  Accompany  S.  249, 
Joint  Explanatory  Statement  of  the  Comm, 
of  Conference,  H.R.  Rep.  No.  229,  94th  Cong., 
1st  Sess.  105  (1975). 

“  Weiss,  Peck,  at  10-15. 


ifying  businesses  would  cause  member 
firms’  revenues  to  become  less  stable  be¬ 
cause  they  would  be  more  subject  to  any 
fluctuations  in  the  level  of  each  remain¬ 
ing  activity.  In  lieu  of  the  tests  employed 
in  Section  11(a)  (1)  (G)  (1),  it  was  sug¬ 
gested,  qualifying  businesses  should  be 
determined  by  reference  to  Section  4 
(i)  (1)  of  the  Securities  Investor  Protec¬ 
tion  Act  of  1970.”  A  broad  construction 
of  the  income  text,  that  firm  believed, 
would  not  pose  the  danger  of  resurrect¬ 
ing  the  narrow  “business  mix”  test  of 
former  Rule  19b-2.“ 

The  NYSE  also  pressed  for  an  expand¬ 
ed  reading  of  the  income  test.”  The 
NYSE  argued  that  the  income  test  pro¬ 
vision  would  not  accommodate,  or  per¬ 
mit  the  continuation  of,  most  floor  trad¬ 
ing  firms,  as  currently  organized.  The 
result  would  be  a  competitive  burden  on 
individual  members.”  The  Philadelphia 
Stock  Exchange  opposed  Rule  llal-1 
(T),  arguing  that  the  Temporary  Rule 
and  its  Income  test  were  not  too  different 
than  former  Rule  19b-2;  that  the  rule 
would  be  easily  circumvented  by  recipro¬ 
cal  practices  between  member  organiza¬ 
tions;  and  that  member  organizations 
would  tend  to  “chum”  their  accounts  in 
order  to  increase  the  proportion  of  busi¬ 
ness  necessary  to  satisfy  the  Income 
test.” 

There  were  a  number  of  conflicting 
statements  with  respect  to  the  mechan¬ 
ical  feasibility  of  the  Temporary  Rule. 
On  the  one  hand,  the  Treasury  and 
the  Boston  Stock  Exchange  expressed 
the  view  that  the  exemption  is  desirable 
and  workable”  and  protects  public  or¬ 
ders  without  Imposing  undue  disclosure 
burdens  on  exchange  members.  The 
Boston  Stock  Exchange  emphasized  that 
the  concept  of  public  orders  taking  prec¬ 
edence  over  member  orders  1s  well  es¬ 
tablished.”  The  NYSE,  on  the  other 
hand,  suggested  that  the  order  identifi¬ 
cation  requirement  in  the  Rule  would 
obstruct  the  flow  of  the  market  as  main¬ 
tained  by  the  specialist.  The  NYSE 
urged  the  deletion  of  that  requirement 
and  reliance  solely  upon  current  ex¬ 
change  rules  governing  priority,  parity, 
and  precedence.” 

Proposed  Securities  Exchange  Act  Rule 
llal-2.  Although  there  was  some  dif¬ 
ferences  of  opinion,  the  commentators 


**  15  U.S.C.  78ddd(  i)  (1) .  « 

M  Weiss,  Peck,  at  15-19. 

26  It  suggested  that  specialist  and  arbi¬ 
trage  Income,  for  example,  should  be  com¬ 
puted  as  permissible  Income  under  the  Tem¬ 
porary  Rule. 

“  NYSE,  at  6-7. 

-  Response  of  The  Philadelphia  Stock  Ex¬ 
change,  Inc.  (hereinafter  referred  to  as  the 
Phlx ) ,  at  8,  Pile  No.  S7-613. 

*>  Response  of  the  United  States  Depart¬ 
ment  of  the  Treasury  (hereinafter  referred 
to  as  Treasury),  at  1,  Pile  No.  S7-613.  See 
BSE,  at  2-3. 

20  BSE,  at  3. 

30  NYSE,  at  9-10.  Those  rules  generally  do 
not  distinguish  between  members'  orders 
and  nonmembers’  orders  and  consequently 
would  not  appear  to  comply  with  the  re¬ 
quirements  of  Section  11(a)(1)(G). 


generally  endorsed  the  proposed  Rule* 
The  T7.S.  affiliates  a i  foreign  banks  sup¬ 
ported  it  as  being  essential  to  meaning¬ 
ful  foreign  access  to  toe  United  States 
securities  markets."  They  stated  that 
foreign  institutions  do  not  have  any 
practical  alternatives  to  toe  use  of 
omnibus  accounts.  First,  omnibus  ac¬ 
counts  are  widely  used  in  transactions 
for  the  accounts  of  customers  of  foreign 
banks  by  reason  of  toe  confidentiality 
and  secrecy  laws  or  customs  of  several 
European  countries.  Second,  to  place 
customers’  orders  through  unaffiliated 
U.S.  member  organizations  in  order  to 
avoid  the  proscription  of  Section  11(a) 
defeats  their  objective  of  direct  access 
to  the  United  States  securities  markets. 

Each  of  the  three  exchanges  address¬ 
ing  proposed  Rule  llal-2  took  a  dif¬ 
ferent  position.  The  Boston  Stock 
Exchange  favored  its  adoption;  failure 
to  do  so,  it  argued,  would  cause  a  loss  of 
substantial  and  responsible  exchange 
members,  principally  forelgn-afflliated 
organizations,  which  have  contributed 
capital  to  the  exchange  markets  and 
have  been  above  reproach  in  all  aspects 
of  their  business  conduct.  That  exchange 
expressed  its  longstanding  view  that  so 
long  as  no  U.S.  Interests  are  demon¬ 
strably  subject  to  injury,  rules  governing 
foreign- affiliated  member  organizations 
should  allow  for  and  accommodate 
historic  differences  between  the  United 
States  and  other  countries  with  respect 
to  investment  customs  and  practices, 
business  structures,  and  legal  restric¬ 
tions.  Since  proposed  Rule  llal-2  does 
not  create  artificial  barriers  or  disincen¬ 
tives,  the  Boston  Stock  Exchange  con¬ 
cluded,  foreign  financial  Institutions 
would  continue  after  its  adoption  to 
commit  capital  to  the  operation  of 
exchange  member  firms  in  the  United 
States.”  The  Philadelphia  Stock  Ex¬ 
change  expressed  the  view  that  proposed 
Rule  llal-2  is  not  sufficiently  broad, 
and  that  it  should  extend  to  situations  in 
which  either  the  interests  of  the  money 
manager  and  beneficial  owner  or  the 
Interests  of  toe  broker  and  beneficial 
owner  as  the  same.”  The  NYSE,  how¬ 
ever,  thought  that  the  proposed  rule  was 
too  broad.  It  pointed  out,  in  that  con¬ 
nection.  that  a  member  could  effect 
transactions  through  an  omnibus  ac- 

31  See,  e.g.,  BSE,  at  3;  Response  of  Gadsby 
&  Hannah  on  behalf  of  Overseas  Securities 
Corporation  (hereinafter  referred  to  as  Over¬ 
seas),  at  2,  File  No.  S7-613:  Treasury,  at  1. 
Compare  NYSE,  at  11,  with  Phlx.  at  9.  The 
respondents  believed  that  the  proposal 
would  serve  their  Interests  in  a  manner  con¬ 
sistent  with  the  purposes  of  Section  11(a). 
Response  of  Gadsby  Si  Hannah  on  behalf  of 
ABD  Securities  Corporation  (hereinafter 
referred  to  as  ABD),  at  3—4,  File  No.  S7— 613; 
Oversea s,  at  1-3;  Response  of  Gadsby  &  Han¬ 
nah  on  behalf  of  Transatlantic  Securities 
Corporation  (hereinafter  referred  to  as 
Transatlantic) ,  at  1-2,  FUe  No.  S7-613. 

33  ABD,  at  3;  Response  of  Ultrafin  Inter¬ 
national  Corporation  (hereinafter  referred 
to  as  Ultrafin),  at  4,  File  No.  87-613. 

33  BSE,  at  3-6. 

34  Phlx,  at  10. 
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count  for  associated  persons  under  any 
of  the  other  exemptions  under  Section 
11(a)  * 

The  Treasury  endorsed  proposed  Rule 
llal-2.  It  stated  that  the  proposed  Rule 
would  be  consistent  with  national  policy 
concerning  foreign  broker-dealer  access 
to  the  United  States  securities  markets. 
The  lack  of  such  a  rule,  it  contended, 
would  bar  foreign  persons  from  exchange 
membership  in  light  of  their  need  to 
maintain  omnibus  accounts  for  customer 
transactions,  and  would  consequently  de¬ 
prive  the  United  States  of  necessary  in¬ 
vestment  capital  without  providing  in¬ 
vestors  with  any  added  protection.** 

Proposed  Amendment  to  Securities 
Exchange  Act  Rule  17a-3(a )  (9).  Repre¬ 
senting  diverse  interests,  the  commenta¬ 
tors  opposed  the  proposed  amendment 
for  a  variety  of  reasons.*7  Those  com¬ 
ments  were  summarized  in  an  earlier 
release." 

Extension  of  Section  11(a)(1)  to  the 
Third  Market.  Several  commentators 
criticized  the  disparity  of  regulation  be¬ 
tween  exchange  members  and  nonmem¬ 
bers  under  Section  11(a)."  The  Phila¬ 
delphia  Stock  Exchange  pointed  out  that 
the  issues  raised  by  Section  11(a)  are 
not  isolated  to  exchange  markets  but 
are  identical  to  practices  existing  “in  the 
third  and  fourth  markets.”  To  avoid  the 
disparity  of  regulation,  that  exchange 
briefly  recommended  Identical  restric¬ 
tions  for  participants  in  markets  other 
than  exchange  markets.4* 

The  SIA’s  original  views  on  this  sub¬ 
ject  were  extensive.  One  major  proposal 
in  its  first  set  of  comments  was  to  extend 
Section  11(a)  to  all  markets  by  the  re¬ 
definition  of  “member”  as  any  person 
executing  transactions  in  listed  securi¬ 
ties  on  a  regular  basis  without  the  serv¬ 
ices  of  another  person  acting  as  a 
broker.41  Furthermore,  the  SIA  would 
have  invoked  Section  6(f)  as  authority 
to  redefine  “member”  to  include  institu¬ 
tions  and  banks.  Those  financial  entitles 
would  be  forced  to  comply  with  Section 
11(a)  as  a  “member”  to  the  extent  that 
a  broker  was  not  utilized  in  a  given 
transaction.  Accordingly,  they  would 
generally  be  required  to  use  a  broker- 
dealer  in  order  not  to  be  considered  a 
“member.”  “  In  subsequent  correspond - 


'  “NYSE,  at  ll. 

“Treasury,  at  1. 

r  See.  e.g.,  BSE,  at  7;  Overseas,  at  3-4; 
Response  of  Goldman  Sachs  &  Co.  and 
Salomon  Brothers  (hereinafter  referred  to 
as  Goldman.  Sachs  and  Salomon),  at  7; 
Treasury,  at  2. 

“  Securities  Exchange  Act  Release  No. 
13149  (Jan.  10,  1977) .  42  FR  3312  (Jan.  18, 
1977). 

“See,  eg.,  Wllmer,  Cutler  &  Pickering  on 
behalf  of  Cyrus  J.  Lawrence  Incorporated; 
David  J.  Greene  and  Co.;  First  Manhattan 
Co.;  Neuberger  &  Berman;  Reich  Sc  Tang, 
Inc.;  Stralem  Sc  Co.,  Inc.;  Weiss,  Peck  & 
Greer;  and  Wood,  Strothers  &  Winthrop 
( hereinafter  referred  to  as  Eight  NYSE 
firms) .  at  12,  PUed  No.  S7-613. 

“  Phlx.  at  10-11. 

"  SIA  (May  13, 1978),  at  7. 

“  Id.,  at  10. 


ence,  however,  that  organization  re¬ 
tracted  its  comments.4* 

“ Effect ”  vs.  “ Execute ”.  Although  few 
respondents  discussed  the  Issue,  those 
which  did  generally  asserted  that  the 
phrase  in  Section  11(a) — to  “effect  any 
transaction” — would  only  cover  transac¬ 
tions  by  members  executed  directly  on 
an  exchange  and  would  not  cover  trans¬ 
actions  executed  by  members  indirectly 
by  use  of  the  services  of  another  mem¬ 
ber.44  One  small  firm  contended  that  the 
trading  advantages  cited  by  the  Con¬ 
gress  in  adopting  Section  11(a)(1)  are 
not  present  where  a  member  effects 
transactions  through  another  member 
and  that  the  need  to  attract  additional 
capital  to  the  exchange  markets,  to  in¬ 
crease  the  number  of  market  partici¬ 
pants,  and  to  foster  competition  on  the 
floor  support  a  different  result.46  A  sec¬ 
ond  member  organization  argued  that 
reliance  on  Section  11(a)  (2)  (C)  to  sup¬ 
port  a  broader  interpretation  of  “effect” 
was  a  patent  misreading  of  that  Section, 
and  that  “there  was  no  basis”  for  draw¬ 
ing  a  distinction  between  member  and 
nonmember  Institutions  with  respect  to 
proprietary  trading  on  an  exchange 
through  “other  member  brokers.”  An¬ 
other  member  organization  concluded 
that,  under  the  Commission’s  interpre¬ 
tation,  it  would  be  impossible  to  handle 
transactions  for  managed  accounts  or 
proprietary  accounts  of  other  member 
organizations  and  their  associated  per¬ 
sons.4*  Moreover,  some  of  the  conse¬ 
quences  of  the  Commission’s  interpreta¬ 
tion,  it  expected,  would  Include  unjust 
discrimination  among  comparable  bro¬ 
kerage  customers  (permitting  trades  for 
only  the  non-proprietary  and  n on- 
managed  accounts  of  another  member) 
and  would  result  in  favored  treatment 
for  proprietary  and  managed  accounts 
of  nonmember  broker-dealers.  It  was 
suggested,  as  a  preferable  alternative, 
that  a  member  “effects”  a  transaction  on 
an  exchange  through  the  direct  place¬ 
ment  of  the  order  whereas  a  nonmember 
“effects”  a  transaction  on  an  exchange 
by  placement  of  the  order  through  a 
member  oragnization.47  One  major  bro¬ 
ker-dealer  agreed  that  the  word  “ef¬ 
fect”  created  an  ambiguity  and  that  use 
of  a  two-dollar  broker  would  not  neces¬ 
sarily  obviate  the  problem.  A  reasonable 
approach,  it  contended,  was  to  consider 
the  person  who  “carries”  an  account  to 
be  the  person  who  is  effecting  transac¬ 
tions  for  that  account.14 

The  City  Bar  Association  asserted  that 
the  Congress  did  not  intend  to  prohibit 
a  member  from  placing  transactions 
through  another  member.  The  result  of 


43  See  text  accompanying  note  8  supra. 

“City  Bar  Association,  at  2;  Goldman, 
Sachs  and  Salomon,  at  6;  SIA  (May  13,  1976), 
at  4.  But  see  SIA  (Dec.  21.  1976) . 

“  Aslel  Sc  Co.,  at  3. 

“  "Associated  persons”  was  understood 
here  to  encompass  non-natural  persons 
which  are  unable  to  utilize  Section  11(a)  (1) 
(E).  Goldman,  Sachs  and  Salomon,  at  6. 

« Id.,  at  7-8. 

**  Merrill  Lynch,  at  1-2. 


such  a  prohibition,  it  stated,  would  be 
to  limit  transactions  between  members 
to  executions  only  for  natural  person  ac¬ 
counts  pursuant  to  Section  ((a)(1) 
(E) The  NYSE  found  the  broader  in¬ 
terpretation  not  required  by  the  Act  and 
unsupported  by  the  legislative  history  of 
the  1975  Amendments.  That  exchange 
represented  that  the  narrowing  of  the 
phrase  “to  effect”  to  cover  only  direct 
transactions  by  members  would  remedy 
the  Congress’  explicit  concern  with  re¬ 
spect  to  conflicts  of  interest,  barriers  to 
fair  competition  between  money  man¬ 
agers,  and  interference  with  the  evolu¬ 
tion  of  the  securities  markets.  Otherwise, 
a  member  organization,  the  NYSE  con¬ 
tinued,  would  be  unable  to  handle  trans¬ 
actions  on  the  NYSE  for  managed  ac¬ 
counts  and  therefore  would  be  unable  to 
trade  in  the  primary  market.  The  NYSE 
concluded  that  member  organizations 
with  managed  accounts  would  be  forced 
to  relinquish  their  membership  in  order 
to  discharge  their  obligations  of  “best 
execution.”  m  In  its  initial  response,  the 
SIA  contended  that  the  legislative  his¬ 
tory  of  the  1975  Amendments  does  not 
support  a  prohibition  on  member  trad¬ 
ing  for  covered  accounts  effected  through 
members.*1  Member  organizations,  it  ini¬ 
tially  pointed  out,  would  be  unable  to 
compete  for  the  management  of  institu¬ 
tional  accounts  without  the  ability  to 
achieve  “best  execution.”  The  SIA  ini¬ 
tially  concluded,  however,  that  the  Com¬ 
mission  has  the  authority  to  allow  the 
combination  of  brokerage  and  money 
management  consistent  with  the  pro- 
competitive  thrust  of  the  1975  Amend¬ 
ments.5* 

Two  small  broker-dealers  separately 
expressed  concern  with  respect  to  cor¬ 
porate  bond  transactions  on  the  NYSE. 
Such  transactions,  one  stated,  occur 
often  as  principal  transactions  rather 
than  as  agency  transactions  on  the  NYSE 
whereas  large  lots  of  corporate  bonds 
are  traded  in  the  over-the-counter  mar¬ 
kets.  Customers  typically  demand,  that 
commentator  continued,  one  price,  one 
ticket,  and  same  day  execution  in  a  sale 
or  purchase  transaction  of  bonds.  That 
commentator  stated  also  that  its  activity 
as  a  principal  either  facilitates  the  han¬ 
dling  of  a  customer’s  order  or  contributes 
to  the  maintenance  of  a  fair  and  orderly 
market,  or  both.  In  turn,  the  market  has 
greater  liquidity  and  depth.  On  the  basis 
of  those  arguments,  the  respondents 
were  both  of  the  opinion  that  a  new 
exemption  should  be  adopted  to  permit 
such  transactions  since  it  is  difficult  to 
classify  such  activity  within  the  market, 
arbitrage,  and  hedging  exemptions  under 
Section  11(a)  (1)  .**  The  NYSE  expressed 
similar  concerns  but  viewed  such  trades 
to  be  within  the  marketmaking  exemp¬ 
tion  under  Section  11(a)  (1)  (A).54 


43  City  Bar  Association,  at  2. 

»  NYSE,  at  1-3. 

31  SIA  (May  13.  1976),  at  3-4.  See  text  ac¬ 
companying  note  5  supra. 

« Id.,  at  4. 

**  Aslel  Sc  Co.,  at  1-3;  Response  of  Mabon, 
Nugent  Sc  Co.,  at  1-2,  File  No.  S7-613. 

“  NYSE,  at  9. 
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Question  1 : 

Paragraph  (A)  of  Section  11(a)(1)  ex¬ 
empts  transactions  by  dealers  acting  In  the 
capacity  of  marketmakers;  marketmakers  are 
defined  to  include  specialists,  any  dealer  act¬ 
ing  in  the  capacity  of  block  positioner  and 
any  dealer  who  holds  himself  out  as  being 
willing  to  buy  and  sell  on  a  regular  or  con¬ 
tinuous  basis.  The  term  "block  positioner” 
has  been  defined  for  the  purpose  of  some  ex¬ 
change  rules,  some  Commission  reporting 
rules  and  for  purposes  of  Regulation  T.  Are 
any  of  those  definitions  appropriate  for  use 
under  Section  11(a)  in  light  of  the  purposes 
of  that  Section?  If  not,  what  would  be  an 
appropriate  definition?  Are  any  restrictions 
on  the  general  exemption  appropriate?  How 
should  transactions  by  firms  acting  as  block 
positioners,  including  any  “lay-off”  trans¬ 
actions,  be  distinguished  from  other  trans¬ 
actions  by  such  firms?  Would  a  time  limit  for 
lay-off  transactions  be  appropriate?  Would 
any  such  restrictions  be  appropriate  in  the 
case  of  arbitrage  or  hedge  transactions? 
Should  persons  be  subject  to  any  of  the  limi¬ 
tations  imposed  on,  or  have  any  of  the  obli¬ 
gations  of,  exchange  marketmakers  or  spe¬ 
cialists  In  order  to  qualify  for  the  exemption 
for  dealers  acting  as  block  positioners  or  as 
arbitrageurs? 

Responses  covering  Question  1  were 
submitted  by  several  exchange  member 
organizations,  the  City  Bar  Association, 
the  NYSE,  the  Philadelphia  Stock  Ex¬ 
change,  and  the  Midwest  Stock  Ex¬ 
change.  They  generally  favored  broad 
definitions  of  the  terms  “marketmaker” 
and  “block  positioner"  as  well  as  a  broad 
Interpretation  of  the  transactions  quali¬ 
fying  as  arbitrage  or  hedge  transac¬ 
tions."  For  example,  the  City  Bar  Asso¬ 
ciation,  with  support  from  another  re¬ 
spondent,  stated  that  the  Commission’s 
authority  to  modify  exemptions  is  lim¬ 
ited  to  definitional  questions  and  does 
not  extend  to  the  creation  of  criteria  for 
exemption  transactions  by  a  market- 
maker,  including  any  block  positioner." 
The  City  Bar  Association  considered  an 
exchange  specialist  or  marketmaker  to 
be  a  person  which  has  a  special  franchise 
and  is  properly  subject  to  limitations 
and  obligations."  Two  major  broker- 
dealers  stated  that  the  unique  advan¬ 
tages  of  time  and  place  afforded  a  spe¬ 
cialist  justify  the  imposition  of  special 
requirements." 

With  regard  to  existing  definitions  of 
marketmaker,  both  the  City  Bar  Asso¬ 
ciation  and  the  NYSE  indicated  some 
dissatisfaction  with  the  definition  in  Se¬ 
curities  Exchange  Act  Rule  17a-17."  The 
City  Bar  Association  urged  reliance  on 
Rule  17a-17  if  its  references  to  Regula¬ 
tion  U  “  were  deleted  and  on  the  NYSE’s 
Interpretations  of  its  Rules  97  and  127. 
The  City  Bar  Association  proposed  in 
part  to  define  a  block  positioner  as  a  per¬ 
son  which  would  have  (1)  to  purchase 
long  or  sell  short  as  principal,  from  time 
to  time  and  from  or  to  one  or  more  cus- 


K,  gee,  e  g.,  City  Bar  Association,  at  5;  Gold¬ 
man.  Sachs  and  Salomon,  at  2. 

s*  City  Bar  Association,  at  5.  See  also  Asiel 
&  Co.,  at  4. 

v  City  Bar  Association,  at  5-6. 

«*  Goldman,  Sachs  and  Salomon,  at  4. 

“  17  CFR  240.17a-17. 

•‘12  CFR  Part  221. 


tomers,  a  block  of  securities  with  a  cur¬ 
rent  value  of  $200,090  or  more  in  a  single 
transaction  (or  in  several  transactions  at 
approximately  the  time  from  a 

single  source)  in  order  to  facilitate  a  sale 
or  purchase  by  its  customers,  and  (2)  to 
sell  the  securities  comprising  that  block 
as  rapidly  as  possible  under  the  circum¬ 
stances.*1  Along  with  others  who  com¬ 
mented  on  "lay-off”  transactions;  it  re¬ 
jected  time  limitations  upon  such  trans¬ 
actions*  The  City  Bar  Association 
pointed  out  that  significant  sums  of 
money  are  involved;  that  market  condi¬ 
tions  vary  greatly  on  short  notice;  and 
that  a  block  positioner  cannot  reason¬ 
ably  be  expected  to  liquidate  a  position 
within  a  time  period  if  market  condi¬ 
tions  do  not  permit  absorption  of  the 
position* 

The  NYSE  rejected  Rule  17a-17  as 
well  as  Regulation  U.  Its  position  was 
based  on  Rule  17a-17’s  exclusion  from 
a  block  positioner’s  activity  of  any  pur¬ 
chase  or  sale  of  a  convertible  security 
which  is  handled  to  facilitate  a  custo¬ 
mer’s  order  and  the  Rule’s  requirements 
that  (1)  the  block  could  not  have  been 
sold  to  or  purchased  from  others  on 
equivalent  or  better  terms  and  (2)  the 
liquidation  of  the  block  should  be  ac¬ 
complished  as  rapidly  as  possible,  com¬ 
mensurate  with  the  circumstances.  The 
business  of  a  block  positioner,  the  NYSE 
argued,  depends  upon  the  rapid  disposal 
of  a  block  as  well  as  upon  the  ability  to 
acquire,  when  necessary,  a  large  num¬ 
ber  of  shares,  and  that  artificial  limita¬ 
tions  would  conflict  with  “professional 
judgment”  and  force  an  unwarranted 
loss  from  time  to  time.  The  NYSE  gen¬ 
erally  agreed  with  the  City  Bar  Associa¬ 
tion’s  definition  of  block  positioning,  but 
would  not  impose  definitive  time  limita¬ 
tions  upon  the  disposal  of  shares  of  a 
block.*4 

By  comparison,  other  respondents 
were  not  as  dissatisfied  with  Rule  17a-17. 
Two  large  broker-dealers,  for  example, 
preferred  the  definition  of  “block  posi¬ 
tioner”  in  that  rule,  but  made  additional 
suggestions  as  to  a  net  capital  require¬ 
ment  and  a  description  of  the  nature  of 
a  block."  A  third  major  U.S.  broker- 
dealer  thought  that  the  phrase  “block 
positioner”  had  acquired  sufficient 
meaning  through  long-standing  usage 
and  that  it  should  not  be  read  restric- 
tively."  The  Boston  Stock  Exchange 
stated  that  no  specific  or  further  defini¬ 
tion  is  necessary  and  that  a  monitoring 
program  would  suffice  if  it  assured  that 
block  positioning  contributed  to  the 


City  Bar  Association,  at  6-7. 

“Id.,  at  8;  Goldman,  Sachs  and  Salomon, 
at  14-5;  Phlx,  at  12-3.  The  NTSE  opposed 
time  limits  on  the  basis  that  (1)  in  adverse 
market  situations,  forced  liquidations  may 
worsen  the  market  in  a  particular  security 
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persons  utilize  time  limits  against  the  block 
positioner,  and  (3)  that  financial  risks  act 
as  a  natural  limit  in  any  case.  NYSE,  at  15. 

"City  Bar  Association,  at  8. 

"  NYSE,  at  12-15. 

«  Goldman,  Sachs  and  Salmon,  at  2-3. 

“  Merrill  Lynch,  at  6. 


depth,  liquidity  and  stability  of  the  mar¬ 
ket."  The  Philadelphia  Stock  Exchange 
suggested  that  distinctions  in  definitions 
among  the  exchanges  should  be  pre¬ 
served." 

With  respect  to  the  Section  llta)  (1) 
exemptions  for  arbitrage  and  hedge 
transactions,  the  consensus  of  the  com¬ 
mentary  was  that  limitations  or  restric¬ 
tions  should  not  be  imposed  upon  such 
exemptions,"  which  one  commentator 
characterized  as  absolute.  ”  The  primary 
function  and  benefit  of  arbitrage,  that 
person  noted,  is  to  narrow  spreads 
between  markets  or  between  similar  and 
exchangeable  securities  or  securities  ex¬ 
pected  to  become  similar  or  exchange¬ 
able  at  some  later  date. 71  The  NYSE 
described  its  own  criteria  for  bona  fide 
arbitrage:  (1)  the  possibility  of  a  profit 
after  expenses,  (2)  the  necessity  of  an 
existing  equivalent  bid,  and  (3)  simul¬ 
taneous  purchase  and  offsetting  sales. 
It  argued  against  placing  any  restrictions 
upon  the  block  positioner  which  is  effect¬ 
ing  hedge  transactions  triggered  by 
customer  orders.11 

Two  respondents,  concerned  about  the 
impact  of  Section  11(a)  with  respect  to 
transactions  In  the  options  markets,  as¬ 
serted  that  options  hedging  activities 
should  be  permitted  under  Section  11(a) . 
The  Midwest  Stock  Exchange  argued 
that  transactions  by  its  options  market¬ 
makers  in  the  securities  underlying  the 
options  are  an  extension  of  part  of  their 
marketmaking  responsibilities  and 
should  be  permissible  under  Sections 
11(a)(1)(A)  and  11(a)  (1)  (D).  It  stated 
that  transactions  which  are  bona  fide 
hedges  “strengthen  the  marketmaking 
activities  of  options  marketmakers”  and 
thus  “contribute  to  the  depth  and  liquid¬ 
ity  of  the  securities  markets.”13  Similar 
arguments  were  presented  by  a  regional 
broker-dealer  and  investment  adviser.14 
That  commentator  also  urged  the  Com¬ 
mission  to  allow  “the  continued  combina¬ 
tion  of  investment  management  and 
member  execution  for  accounts  engaging 
in  .  .  .  Options  Hedging  activities  .  .  . 
as  well  as  other  types  of  options  trading 
activities”  by  exercising  its  authority 
under  Section  11(a)  (1)  (A)  and  to  pro¬ 
vide  “confirmation”  of  the  availability 
of  Section  11(a)(1)(D)  for  bona  fide 
hedge  transactions.1* 

Question  2: 

Section  11(a)  (1),  in  contrast  to  Rule  19b- 
2,  does  not  provide  any  exemption  for  floor 
traders.  Floor  traders  will  not  generally 
qualify  for  an  exemption  under  paragraph 
(G),  would  not  generally  be  recognized  as 


*  BSE,  at  11. 

«  Phlx,  at  12. 

«  See  City  Bar  Association,  at  8;  BSE.  at 
11;  Goldman.  Sachs  and  Salomon,  at  1-2; 
Phlx.  at  13. 

»  Asiel  &.  Co.,  at  4. 

71  Id. 

75  NYSE,  at  15-16. 

”  Letters  from  the  Midwest  Stock  Exchange 
Incorporated  (Oct.  1,  1976  and  Feb.  25, 
1977) ,  File  No.  S7-613. 

"Response  of  Pope,  Ballard,  Shepard  Si 
Fowle  on  behalf  of  Harris  Associates,  Inc. 
(Jan.  5,  1977),  File  No.  S7-613. 
n  Id.,  at  9. 
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dealers  acting  In  the  capacity  of  market- 
makers  (dealers  who  hold  themselves  as 
being  willing  to  buy  and  sell  on  a  regular 
or  continuous  basis)  under  paragraph  (A) 
and,  as  noted  above,  may  not  come  within 
the  exemption  for  natural  persons  In  para¬ 
graph  (E)  since  they  would  be  transacting 
for  their  own  account.  Heretofore,  floor  trad¬ 
ing  has  been  regulated  under  exchange  plans 
submitted  to  the  Commission  under  Rule 
lla-1.  If  floor  trading  Is  to  be  permitted 
to  continue,  under  what  conditions  should 
an  exemption  be  granted?  Is  there  a  basts 
for  making  an  exemption  conditional  on 
the  yielding  of  priority,  parity,  and  prece¬ 
dence  as  required  by  paragraph  (O)  or 
should  there  be  lesser,  or  additional  re¬ 
strictions?  If  floor  trading  Is  permitted  to 
continue.  Is  there  any  basis  for  classifying 
the  types  of  members  permitted  to  engage 
in  floor  trading? 

The  comments  reflected  a  belief  that 
Section  11(a)(1)(E)  should  be  read  to 
permit  transactions  for  the  account  of 
a  member  who  is  a  natural  person,  par¬ 
ticularly  transactions  by  floor  traders." 
There  was  also  a  consensus  that  floor 
trading  should  be  regulated,  and  one 
commentator  suggested  that  floor  trad¬ 
ing  should  be  restricted  to  transactions 
in  active  stocks."  The  City  Bar  Associa¬ 
tion  believed  that  the  natural  person  ex¬ 
emption  under  Section  11(a)(1)(E) 
should  be  available  to  an  exchange 
member  who  is  a  natural  person.  It 
pointed  out  that  S.  249  contained  a 
broad  exemption  for  transactions  for 
natural  persons’  account  and  for  trans¬ 
actions  for  a  member’s  account.  H.R. 
4111,  the  City  Bar  Association  contin¬ 
ued,  had  provided  an  exemption  only 
for  a  member  who  was  a  natural  person 
or  a  natural  person  who  was  an  affili¬ 
ate  or  associated  person  of  a  member. 
The  City  Bar  Association  then  concluded 
that  the  blanket  Senate  exemption  was 
rejected,  in  the  version  produced  by  the 
Conference  Committee,  in  preference  to 
the  limited  House  exemption.  In  com¬ 
menting  on  the  application  of  the  Com¬ 
mission’s  interpretation  to  transactions 
Association  found  it  somewhat  anoma¬ 
lous  to  regulate  individuals  who  are 
members  more  by  accident  and  whose 
membership  is,  in  reality,  owned  by  the 
member  organization.  It  suggested  that 
the  Commissi6n  could  implement  Section 
11(a)(2)  as  a  means  to  regulate  floor 
traders." 

Four  exchanges  submitted  responses. 
The  Boston  Stock  Exchange  briefly 
stated  th$t  floor  trading  makes  a  posi¬ 
tive  contribution  to  the  market  and  that 
it  should  not  be  eliminated  so  long  as 
public  orders  are  accorded  priority,  par¬ 
ity,  and  precedence.  That  exchange  was 
not  in  favor  of  classification."  The  Phil¬ 
adelphia  Stock  Exchange  offered  a  some¬ 
what  similar  view.  It  asserted  that  floor 
trading  on  a  regional  exchange  occur¬ 
ring  in  response  to  public  orders  supple¬ 
ments  the  specialist’s  market.  Noting 


™  See,  e.g..  City  Bar  Association,  at  3; 
NYSE,  at  3-4:  Wachtell,  Upton,  Rosen  & 
Katz  on  behalf  of  96  NYSE  Floor  Traders 
(hereinafter  referred  to  as  the  NYSE  Floor 
Traders),  at  3-7,  File  No.  S7-613. 

«  Merrill  Lynch,  at  6. 

"  City  Bar  Association,  at  3-5. 

*  BSE,  at  12. 


that  present  regulation  of  floor  trading 
requires  the  yielding  of  priority,  parity, 
and  precedence,  the  Philadelphia  Stock 
Exchange  favored  some  form  of  classi¬ 
fication  to  bring  floor  traders  within  an 
exemptive  provision  of  Section  11(a)." 
The  NYSE  strongly  supported  the  con¬ 
tinued  permissibility  of  floor  trading.  It 
contended  that  floor  traders  contribute 
$37  million  in  capital  depth,  liquidity, 
and  stability  of  the  market;  that  the  ex¬ 
emption  under  Section  11(a)(1)(G) 
should  cover  member  organizations;  and 
that  the  exemption  under  Section  11(a) 
(1)  (E)  should  cover  individual  members 
engaged  in  floor  trading  activities.  That 
conclusion  flows,  the  NYSE  suggested, 
from  the  proposition  that  a  natural  per¬ 
son  who  becomes  a  member  does  not 
forfeit  his  status  as  a  natural  person. 
The  NYSE  asserted  that  the  Conference 
Committee’s  revisions  in  Sections  11(a) 
(1)  (E)  and  (G)  of  S.  249  were  predi¬ 
cated  on  a  finding  that  the  two  exemp¬ 
tions  were  duplicative  and,  for  that  rea¬ 
son,  it  struck  S.  249’s  version  of  Section 
11(a)(1)(G);  it  further  assisted  that 
there  was  no  evidence  that  the  Congress 
sought  to  exclude  individual  floor  trad¬ 
ers  from  Section  11(a)(1)(E).  The 
NYSE  proposed  that,  along  with  an  ex¬ 
emption  under  Section  11(a)  (1)  (E)  con¬ 
strued  to  be  available  to  individual  mem¬ 
bers,  an  exemption  rule  should  be 
adopted  under  Section  11(a)(1)(H)  to 
exempt  floor  trading  by  a  member  orga¬ 
nization.”  The  American  Stock  Ex¬ 
change  (the  “Amex”) ,  for  the  same  rea¬ 
sons,  requested  adoption  of  an  exemp¬ 
tive  rule  under  Section  11(a)(1)(H)." 
The  Amex  also  cited  the  importance  of 
floor  traders’  contributions  with  respect 
to  the  depth  and  liquidity  of  the  auction 
market  and  the  degree  of  regulation  of 
floor  traders,  claiming  that  there  is  not 
any  basis  for  drawing  a  distinction  be¬ 
tween  floor  trading  effected  by  an  indi¬ 
vidual  member  and  that  effected  by  a 
member  firm." 

On  the  premise  that  the  Congress  in¬ 
tended  generally  to  permit  floor  trading, 
one  major  brokerage  firm  argued  that, 
since  exemptions  under  Section  11(a) 
definitely  overlap  in  some  cases  (e.g.,  a 
registered  odd-lot  dealer  may  qualify  for 
both  the  marketmaker  and  odd-lot 
dealer  exemption),  there  is  little  reason 
to  conclude  in  other  situations  that  ex¬ 
emptions  should  be  narrowly  construed 
to  avoid  that  result.  It  also  made  sugges¬ 
tions  about  the  purpose  to  be  ascribed  to 
the  revisions  adopted  by  the  Conference 
Committee,  oh  the  basis  that  floor 
trading  contributes  to  market  liquidity, 
particularly  if  that  trading  is  confined  to 
relatively  inactive  stocks.’4 

The  NYSE  Floor  Traders  also  asserted 
that  floor  trading  contributes  to  the 
depth,  liquidity  and  stability  of  exchange 
markets  and  is  within  the  natural  person 


»  Phlx,  at  13-14. 

«  NYSE,  at  3-6. 

82  Response  of  the  American  Stock  Ex¬ 
change  Inc.  (hereinafter  referred  to  as  the 
Amex)  (Nov.  1,  1976).  at  3,  FUe  No.  S7-613. 
M  Id.,  at  2. 

»*  Merrill  Lynch,  at  6-7.  See  also  Goldman, 
Sachs  and  Salomon,  at  4-5. 


exemption  under  paragraph  (E) ,  at  least 
with  respect  to  floor  traders  who  conduct 
their  business  as  sole  proprietorships  or 
partnerships*  But,  because  floor  traders 
doing  business  as  corporations  would  not 
(they  indicated)  be  covered  by  any  stat¬ 
utory  exemption,  an  exemptive  rule 
should  be  adopted  in  order  to  correct  the 
disparity  of  treatment  that  results  from 
such  an  interpretation." 

It  was  argued  that  the  “plain  lan¬ 
guage”  of  Section  11(a)(1)(E)  permits 
floor  trading  since  a  natural  person  may 
be  a  member  and,  as  a  natural  person,  a 
member  should  be  entitled  to  the  exemp¬ 
tion.  The  NYSE  Floor  Traders  asserted 
that  otherwise  the  natural  person  ex¬ 
emption  would  in  effect  be  rewritten  in 
order  to  cover  accounts  of  associated 
persons  and  managed  accounts  but  to  ex¬ 
clude  a  member’s  own  account;  that  the 
exemption  under  Section  11(a)(1)(G) 
does  not  refer  to  or  limit  the  natural  per¬ 
son  exemption  since  it  applies  to  “non¬ 
natural”  members;  and  that  staff  inter¬ 
pretations  of  the  arbitrage  exemption 
under  Section  11(a)(1)(D)  to  cover  a 
member's  own  account,  an  associated 
person’s  account,  and  managed  accounts 
should  apply  also  to  the  natural  person 
exemption."  • 

The  NYSE  Floor  Traders  contended 
that  the  legislative  history  of  Section 
11(a)(1)  evidences  a  desire  to  regulate 
institutional  membership  and  not  to 
abolish  floor  trading,  noting  that  the 
Senate  exempted  all  member  and  affili¬ 
ated  transactions  whereas  the  House  ex¬ 
empted  only  transactions  for  members 
and  their  associated  persons  which  were 
natural  persons.  The  compromise  pro¬ 
duced  by  the  Conference  Committee,  the 
NYSE  Floor  Traders  surmised,  could  not 
imply  a  prohibition  said  to  be  rejected 
by  both  the  Senate  and  House  Commit¬ 
tees.  The  NYSE  Floor  Traders  also  re¬ 
ferred  (1)  to  the  lack  of  any  mention  of 
prohibiting  floor  trading  in  the  legisla¬ 
tive  history  and  (2)  to  S.  470,"  a  prede¬ 
cessor  to  S.  249,  and  the  accompanying 
Committee  Report"  (along  with  other 
Congressional  studies)  which  indicate 
Congressional  interest  in  institutional 
membership  and  in  the  continuance  of 
member  firms’  trading  for  their  own  ac¬ 
count  but  not  any  intention  to  prohibit 
floor  trading  per  se." 

The  NYSE  Floor  Traders  also  urged 
that  an  analysis  of  S.  249  and  H.R.  4111  " 
supports  the  availability  of  an  exemption 


*  Other  commentators  doubted  that  para¬ 
graph  (E)  covers,  for  example,  a  partnership 
or  a  personal  holding  company.  See.  e.g., 
Amex,  at  2;  Merill  Lynch,  at  3,  8.  See  also 
Overseas,  at  8. 

*  NYSE  Floor  Traders,  at  1-5. 

•’Id.,  at  5-11.  See  Debevoise,  Plimpton. 
Lyons  &  Gates  (Current  Binder)  Fed  Sec.  L. 
Rep.  (CCH)  If  80,416  (Oct.  3.  1976). 

*  93d  Cong.,  1st  Sess.  (1973). 

*  Regulation  of  Securities  Trading  by 
Members  of  National  Securities  Exchanges 
and  'the  Sale  of  Investment  Advisers  of  Reg¬ 
istered  Investment  Companies.  Report  of  the 
Sen.  Comm,  on  Banking,  Housing,  and  Urban 
Affairs  To  Accompany  S.  470,  S.  Rep.  No.  93- 
187,  93d  Cong.,  1st  Sess.  (1973). 
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»’  94th  Cong.,  1st  Sess.  (1975) . 
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to  a  member  who  is  a  natural  person. 
They  urged  that  the  natural  person  ex¬ 
emption  would  have  reflected  a  specific 
limitation,  if  one  existed,  since  both  the 
House  and  the  Senate  utilized  restrictive 
language  when  needed;  that  the  adop¬ 
tion  of  the  Senate  language  by  the  Con¬ 
ference  Committee  simplified  the  lan¬ 
guage  of  H.R.  4111  and  incorporated  into 
Section  11(a)(1)(E)  the  managed  non- 
associated  natural  person,  and  member 
and  associated  natural  person,  exemp¬ 
tions  contained  in  the  House  Bill;  and 
that  the  Commission,  before  the  1975 
Amendments,  regulated  floor  trading 
and  now  has  expanded  power  to  regulate 
such  activity  but  no  mandate  to  forbid 
it  “  Referencing  past  studies  and  papers 
by  the  Commission,  Securities  Exchange 
Act  Rule  lla-1,*3  and  NYSE  rules,  they 
concluded  that  floor  trading  is  a  neces¬ 
sary  and  beneficial  market  function.1*4 

Question  3: 

In  addition  to  prohibiting  floor  trading, 
Section  11(a)  does  not  provide  an  exemption 
for  trading  for  investment  accounts  by 
specialists  and  other  members  (other  than 
members  qualifying  under  paragraph  (G)  (i) . 
As  noted  above,  it  would  appear  that  such 
members  could  not  acquire  or  dispose  of 
securities  for  their  investment  accounts  in 
transactions  on  exchanges  of  which  they  are 
members.  Assuming  an  exemption  should 
be  provided  for  such  transactions  (or  more 
generally  for  all  transactions)  by  such  mem¬ 
bers,  on  what  basis  should  it  be  framed?  The 
standards  of  paragraph  (G)?  More  stringent 
standards?  If  "effect”  were  to  be  broadly  in¬ 
terpreted,  would  it  be  appropriate  to  let  any 
member,  whether  an  individual  member  or 
own  account  if  the  transaction  were  effected 
a  member  firm,  effect  transactions  for  its 
by  placing  the  order  through  another  mem¬ 
ber  firm  off  the  floor  of  the  exchange?  For 
example,  should  there  be  an  exemption  for 
transactions  for  a  member's  own  account 
or  its  managed  Institutional  accounts  effected 
through  the  order  desk  of  another  member 
and  not  communicated  directly  to  the  ex¬ 
change  floor  by  the  initiating  member?  Can 
the  conflicts  of  interest  perceived  in  the  com¬ 
bination  of  money  management  and  broker¬ 
age  be  alleviated  if  such  an  exemption  is  pro¬ 
vided?  Should  there  be  prohibitions  against 
reciprocal  business  arrangements  if  such  an 
exemption  is  provided? 

The  commentators  unanimously  fav¬ 
ored  an  exemption  which  would  permit 
transactions  for  investment  accounts  by 
specialists  and  members  not  qualifying 
under  Section  11(a)  (1)  (G)  (i)  .**  The  few 
broker-dealers  responding  to  Question  3 
urged  that  no  public  policy  is  served  by 
banning  transactions  for  the  investment 
accounts  of  members,**’  but  that  a  spe¬ 
cialist  firm  should  not  engage  in  floor 
trading  other  than  in  hedging  trans¬ 
actions.” 

The  exchanges  providing  responses 
concurred.  The  Boston  Stock  Exchange, 
for  example,  supported  an  exemption 


«  Id.,  at  18-22. 

*>  17  CFR  240.1  la-1. 

•*  NYSE  Floor  Traders,  at  22-25. 

*  See  e.g.  Response  of  Ferris  &  Company 
Incorporated  (hereinafter  referred  to  as 
Ferris  &  Co.),  at  3,  File  No.  S7-613. 

“Merrill  Lynch,  at  7. 
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for  all  members’  investment  accounts 
framed  on  the  standards  of  Section 
11(a)  (1)  (G).  In  contrast,  that  exchange 
opposed  permitting  members  to  effect 
transactions  for  their  own  accounts  or 
their  managed  accounts  if  relayed 
through  another  member,  on  the  ground 
that  such  an  exemption  would  foster 
undesirable  reciprocal  practices.**  The 
NYSE  urged  a  broad  interpretation  of 
Section  11(a)(1)(E)  to  provide  a  safe 
harbor  for  individual  members.  It  also 
suggested  that  the  marketmaking  ex¬ 
emption  is  sufficient  since  “investment” 
transactions  are  essentially  a  matter  of 
bookkeeping  entries  and,  in  any  event, 
assist  the  specialist  in  accumulating  in¬ 
ventory  in  its  specialty  stocks.  Moreover, 
the  NYSE  asserted,  specialists  are  ade¬ 
quately  regulated  and  should  qualify  for 
an  absolute  exemption  regardless  of  any 
revenue  test  under  Section  11(a)  (1)  (G). 
The  NYSE,  in  contrast  to  the  Boston 
Stock  Exchange,  would  permit  a  mem¬ 
ber  to  effect  transactions  for  managed 
accounts  through  other  members  on  the 
theory  that  the  member  originating  the 
order  would  not  exercise  control  over  its 
handling  and  execution;  on  that  basis, 
the  NYSE  contended,  an  exemption 
should  be  provided  to  the  money  man¬ 
ager  since  he  would  be  acting  independ¬ 
ently  of  the  broker  executing  the  trans¬ 
action.  The  NYSE  resisted  a  prohibition 
against  reciprocal  business,  however.** 
The  Philadelphia  Stock  Exchange  also 
advocated  an  exemption  for  the  invest¬ 
ment  accounts  of  specialists  and  other 
members  (other  than  those  qualifying 
under  Section  11(a)  (1)  (G)  (i) )  for  simi¬ 
lar  reasons  and,  along  with  the  Boston 
Stock  Exchange,  rejected  any  exemptipn 
allowing  the  reciprocal  practices  it  felt 
would  be  stimulated.’** 

Question  4 : 

Are  there  any  other  types  of  members  for 
whom  special  rules  should  be  provided? 
Bearing  in  mind  that  any  test  along  the  lines 
of  the  80-20  test  of  Rule  19b-2  would  be  in¬ 
appropriate  and  inconsistent  with  Congres¬ 
sional  intent,  to  what  degree,  if  any.  should 
any  such  rules  depend  on  the  affiliations  of 
such  members?  Should  the  Commission 
exercise  its  classification  power  under  Sec¬ 
tion  23  to  effect  a  different  result  than  pro¬ 
posed  Rule  llal-2  would  accomplish?  Spe¬ 
cifically,  should  the  Commission  distinguish 
between  transactions  effected  by  an  exchange 
member  for  the  account  or  the  accounts  of 
its  foreign  parent  or  sister  corporation  and 
transactions  effected  by  an  exchange  mem¬ 
ber  for  its  foreign  subsidiaries?  On  what 
basis  under  the  purposes  at  the  Act  should 
such  distinctions  be  made?  In  light  of  Sec¬ 
tion  20  of  the  Act,  and  otherwise,  is  there 
any  reason  to  believe  that  a  foreign  parent 
not  registered  with  the  Commission  would 
be  less  likely  to  ensure  compliance  with  fed¬ 
eral  securities  laws  with  respect  to  its  own 
activities  Involving  United  States  securities 
markets  and  those  of  its  United  States  sub¬ 
sidiary  exchange  member  than  would  a 
domestically-owned  exchange  member  with 
respect  to  its  own  activities  and  those  of  its 
unregistered  foreign  subsidiaries?  In  that 


“  BSE,  at  12-13. 

•  NYSE,  at  16-20. 
’«•  Phlx,  at  14-16. 


connection,  to  what  degree  is  it  appropriate 
to  rely  on  the  obligation  of  associated  per¬ 
sons  of  members  to  supply  the  exchange  with 
such  Information  with  respect  to  its  re¬ 
lationship  and  dealings  with  the  member  as 
is  prescribed  in  exchange  rules  and  to  permit 
the  examination  of  its  books  and  records  to 
verify  the  accuracy  of  such  information? 
Should  the  Commission  exercise  its  power 
under  Section  19(c)  of  the  Act  to  require 
that  uniform  rules  be  adopted  by  all  na¬ 
tional  securities  exchanges  for  that  purpose? 
What  entitles  should  conduct  any  such  ex¬ 
aminations?  Should  such  examinations  be 
permitted  to  be  conducted  on  a  sampling  or 
test  basis?  What  standards  should  govern 
any  such  sampling  or  test  method?  What 
records  should  be  readily  available  to  the 
Commission? 

There  were  few  comments  on  this 
question  other  than  with  respect  to  the 
possible  exercise  of  the  Commission’s 
classification  authority  under  Section  23. 
On  the  issue  of  regulation  of  associated 
persons,  the  Boston  Stock  Exchange  and 
one  U.S.  broker-dealer  opposed  the 
promulgation  of  a  uniform  rule  under 
Section  19(c).'01  The  Boston  Stock  Ex¬ 
change  wanted  to  preserve  freedom  to 
experiment  and  innovate  and  wanted 
also  to  retain  its  ability  to  compete  with 
other  national  securities  exchanges  con¬ 
sistent  with  the  intent  of  the  1975 
Amendments.’*  The  NYSE  disagreed  and 
argued  in  favor  of  a  uniform  rule.10* 

In  terms  of  Section  20  and  experience 
to  date  with  foreign-owned  and  domes¬ 
tically-owned  exchange  members,  the 
Philadelphia  and  Boston  Stock  Ex¬ 
changes  stated  that  they  have  not  had 
any  special  regulatory  problems.  The  lat¬ 
ter  exchange  has  24  member  organiza¬ 
tions  that  are  affiliated  with  European 
and  Japanese  concerns.  Those  exchanges 
asserted  that,  if  anything,  their  foreign- 
affiliated  member  organizations  have  a 
greater  sensitivity  to  the  federal  securi¬ 
ties  laws  and  other  member  organiza¬ 
tions.1*4  Three  broker-dealers  affiliated 
with  foreign  banks  strongly  contended 
that  they  do,  and  will  continue  to,  obey 
applicable  securities  laws  and  that  their 
associated  persons  will  fulfill  obigations 
to  exchanges  to  provide  information.’*0 
In  that  connection,  the  NYSE  made  two 
points  in  its  submission.  First,  a  foreign 
broker  or  dealer  should  be  required  to 
conduct  its  U.S.  transactions  through  a 
registered  broker-dealer  which  is  incor¬ 
porated  under  ^tate  law,  to  establish  its 
principal  place  of  business  in  the  United 
States  and  to  maintain  its  books  and  rec¬ 
ords  in  the  United  States.1**  Each  foreign 
broker  or  dealer  controlling  a  U.S. 
broker-dealer,  the  NYSE  further  sug¬ 
gested,  should  be  required  to  subject  it¬ 
self  to  the  -jurisdiction  of  the  federal 
courts  pursuant  to  Sections  20<a>  and 


I®  BSE,  at  13;  Asiel  &  Co.,  at  5. 

wk  BSE,  at  14. 

i«3  NYSE,  at  22-23. 

I**  BSE.  at  9-10;  Phlx,  at  17-18. 
i«  ABD,  at  7;  Overseas,  at  6;  Transatlantic, 
at  6. 

17  CFR  240.17a-7  has  set  forth  a  books 
and  records  requirement,  or  an  alternative 
thereto,  since  1956. 
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6(b)(1)  of  the  Act.1**  Second,  the  NYSE 
stated  that  controlling  persons  should 
agree  to  furnish  information  on  trans¬ 
actions  in  listed  securities  and  to  permit 
examination  of  their  books  and  records. 
A  presumption  should  exist,  the  NYSE 
continued,  that  transactions  for  an  om¬ 
nibus  account  of  an  affiliate  are,  in  fact, 
for  the  account  of  an  associated  person 
in  the  absence  of  proof  to  the  contrary.’* 

The  bulk  of  comments  on  Question  4 
concerned  the  issue  of  classification. 
The  Treasury,  the  Boston  and  Philadel¬ 
phia  Stock  Exchanges,  and  several  U.S. 
affiliates  of  foreign  banks  rejected  any 
distinction  between  transactions  effect¬ 
ed  by  an  exchange  member  for  the  ac¬ 
count  of  its  foreign  parent's  or  sister 
corporation’s  customers  and  transac¬ 
tions  effected  by  a  United  States  con¬ 
trolled  exchange  member  for  its  foreign 
subsidiaries’  customers.  The  two  ex¬ 
changes  indicated  their  satisfaction  with 
existing  arrangements  with  their  for- 
eign-controlled  member  organizations, 
which  supply  needed  information  upon 
request  and  submit  to  examination  of 
their  books  and  records.’"  The  foreign- 
controlled  broker-dealers  contended 
that  any  distinction  could  impose  a  com¬ 
petitive  burden  not  necessary  or  appro¬ 
priate  under  the  Act.  Those  broker-deal¬ 
ers  stated  that  Section  20(a)  and  exist¬ 
ing  jurisdiction  over  them  adequately 
insures  their  compliance  with  the  fed¬ 
eral  securities  laws.'"  Another  U.S.  affi¬ 
liate  of  several  foreign  banks  argued 
that  there' is  no  basis  to  distinguish  be¬ 
tween  economically  equivalent  transac¬ 
tions  based  on  the  irrelevant  criterion  of 
nationality.  Any  discrimination,  it  sug¬ 
gested,  would  inform  the  world  of  the 
United  States'  use  of  its  dominant  fi¬ 
nancial  position  to  bestow  a  legally  pro¬ 
tected  competitive  advantage  upon  the 
U.S.  securities  markets."1 
Question  Five: 

In  countries  which  have  secrecy  laws,  are 
customers  nevertheless  permitted  to  estab¬ 
lish  arrangements  with  banks  and  other  en¬ 
titles  which  would  permit  the  making  of 
disclosures  requested  by  the  Commission 
and  other  regulatory  authorities  within  the 
United  States?  If  so,  Is  there  any  reason  In 
law  or  policy  why  such  disclosure  should  not 
be  required  In  the  case  of  customers  of 
foreign  affiliates  of  exchange  member  firms? 
If  not,  what  position  should  the  Commission 
take? 

Several  exchanges  and  U.S.  affiliates 
of  foreign  banks  commented  on  Ques¬ 
tion  5.  The  exchanges  found  the  pro- 
- *- 

1OT  Compare  the  NYSE's  proposal  with  17 
CFR  240.15bl-4,  which  directs  nonresident 
brokers  or  dealers  and  nonresident  general 
partners  and  managing  agents  of  brokers  or 
dealers  to  consent  to  service  of  process  and 
to  agree  to  submit  to  the  Jurisdiction  of  the 
federal  courts  as  a  prerequisite  to  registra¬ 
tion. 

“•NYSE,  at  21-22. 

“»  BSE.  at  13;  Phlx.  at  17. 

“•  ABO,  at  7-8;  Overseas,  at  6;  Transatlan¬ 
tic.  at  8-8.  The  Treasury  stated  that  an  ex¬ 
change  member  could  provide  all  necessary 
records  with  its  parent's  assistance.  Treas¬ 
ury,  at  8. 

“  Ultrafln,  at  8. 


posed  amendment  to  Securities  Ex¬ 
change  Act  Rule  17a-3(a)(9)  burden¬ 
some  in  light  of  its  objective  to  obtain 
information  as  to  the  beneficial  owner¬ 
ship  of  accounts.  The  Boston  Stock  Ex¬ 
change  argued  that  there  is  no  demon¬ 
stration  of  necessity;  that  the  proposal 
is  an  offensive  and  unwelcome  intrusion 
into  the  relationship  between  the  cus¬ 
tomer  and  a  foreign  financial  institu¬ 
tion;  that  large  numbers  of  customers 
will  not  waive  their  right  to  confiden¬ 
tiality;  and  that  the  proposal  represents 
a  failure  to  accommodate  foreign  cus- 
toms.u*  The  NYSE  stated  that,  while 
only  Germany  and  Switzerland  have  se¬ 
crecy  laws,  a  waiver  can  only  be  ob¬ 
tained  in  Germany.  Switzerland,  on  the 
other  hand,  may  bring  penal  action 
against  a  violator  of  a  right  to  con¬ 
fidentiality.  Estimating  that  ten  percent 
of  NYSE  volume  represents  from  trans¬ 
actions  by  foreign  persons,  the  NYSE 
asserted  that  an  impractical  burden  of 
compliance  would  be  placed  upon  brok¬ 
ers  and  dealers  and  that  the  Commis¬ 
sion’s  recordkeeping  proposal  could 
thereby  diminish  the  flow  of  foreign 
capital  into  the  United  States  and  im¬ 
pair  the  capital  raising  efforts  of  the 
U.S.  securities  industry.’1*  The  Philadel¬ 
phia  Stock  Exchange  expressed  similar 
opopsition  to  the  proposed  amend¬ 
ment."4 

U.S.  affiliates  of  foreign  banks  also 
raised  objections.  The  question,  one 
foreign-controlled  firm  contended,  is  not 
whether  customers  of  foreign  associated 
persons  may  waive  confidentiality,  but 
whether  there  is  any  incentive  for  them 
to  do  so.  It  believed  there  are  none."* 
A  second  U.S.  affiliate  of  one  foreign 
bank  suggested  that  Swiss  law  places  fi¬ 
nancial  transactions  on  a  confidential 
basis  unless  a  customer  provides  a 
waiver,  which  seldom  occurs.’’*  A  dis¬ 
cussion  of  the  law  of  three  European 
countries  was  submitted  by  a  third  U.S. 
affiliate  of  several  foreign  banks.  In 
Switzerland,  that  respondent  stated, 
banks  are  under  a  legal  duty  to  preserve 
in  confidence  the  details  of  a  customer’s 
financial  and  personal  affairs.  That 
duty,  it  continued,  encompasses  all  items 
of  a  business  or  personal  nature  of  which 
the  bank  acquires  knowledge.  That  com¬ 
mentator  stated  that  waivers  may  be 
obtained,  but  that  they  do  not  obviate 
the  danger  of  injury  to  unrelated  third 
parties;  that  an  agreement  to  disclose  in 
advance  future  transactions  would  have 
to  be  defined  with  utmost  care  and 
specificity;  and  that  information  waived 
is  sent  only  to  the  customer,  under  the 
practice  of  its  afflliate.u,  In  Prance,  it 
was  asserted,  all  communications  and 
transactions  between  a  bank  and  its  cus¬ 
tomer  are  deemed  confidential;  viola¬ 
tions  are  subject  to  criminal  and  civil 


BSE,  at  14-15. 

1U  NYSE,  at  23-24. 

«•  Phlx.  at  19. 
i>!  ABD.  at  8. 

“•  Overseas,  at  7.  See  also  Transatlantic,  at 
3. 

UT  Response  of  SoOen-Swlaa  International 
Corporation  (hereinafter  referred  to  as  So- 
Oen- Swiss)  (June  15.  1976),  at  2-4. 


liabilities.  The  sole  exemptions  are 
granted  to  the  Government  and  judici¬ 
ary.115  In  the  Netherlands,  bank  secrecy, 
that  respondent  stated,  is  not  regulated 
by  statute  but  is  often  set  forth  in  a 
bank’s  articles  of  association;  a  breach 
of  that  confidentiality  may  lead  to  civil 
liability.  That  commentator  urged  that, 
while  a  waiver  arrangement  could  be 
constructed,  its  severe  consequences  mil¬ 
itate  against  the  adoption  of  the  pro¬ 
posed  amendment  to  Rule  17a-3(a)  (9> 

Question  Six: 

To  what  extent.  If  any,  should  exchanges 
adopt  their  own  rules  similar  to  Section 
11(a)(1)?  Should  entitles  which  become 
members  of  an  exchange  pursuant  to  Com¬ 
mission  action  under  Section  6(f)  of  the 
Act  be  required  to  abide  by  the  standards 
of  Section  11(a)(1)? 

A  few  commentators  briefly  addressed 
Question  6.'"  The  Boston  and  Philadel¬ 
phia  Stock  Exchanges,  respectively,  ob¬ 
jected  to  the  adoption  of  rules  similar 
to  Section  11(a)  (1)  by  each  exchange 
and  indicated  that  Section  11(a)(1) 
should  be  applied  to  all  brokers  and  deal¬ 
ers  or  to  persons  which  become  “mem¬ 
bers”  pursuant  to  Section  6(f).’"  The 
NYSE  opposed  different  rules  among  the 
exchanges  and  favored  the  extension  of 
Section  11(a)  (1)  to  all  brokers  and  deal¬ 
ers.1"  One  U.S.  Affiliate  of  several  for¬ 
eign  banks  argued  against  different  rules 
among  the  exchanges  which  would  be 
duplicative,  subject  to  bias,  and  em¬ 
ployed  to  withhold  membership  from 
foreign- affiliated  broker-dealers.  Past 
proposals  by  the  NYSE,  such  as  its  pro¬ 
posed  Rules  309,  310,  335  and  389,  were 
cited  as  examples.1*  By  comparison,  one 
U.S.  brokerage  firm  endorsed  the  adop¬ 
tion  of  rules  based  on  Section  11(a)(1) 
by  each  exchange.  Its  position  was  based 
on  the  obligation  of  exchanges,  under 
Section  19(g)  (1),  to  enforce  compliance 
with  the  provisions  of  the  Act  and  on  the 
exchanges’  experience  in  enforcing  trad¬ 
ing  prohibitions.1** 

Question  Seven: 

Transactions  for  the  managed  accounts  of 
natural  persons  and  for  certain  personal 
trusts  are  excluded  from  the  prohibition  of 
Section  11(a)(1);  however,  no  similar  ex¬ 
clusion  Is  provided  for  pension  funds  or 
other  aggregations  of  investments  by  small 
Investors.  Should  any  consideration  be  given 
to  providing  a  broader  exemption?  Should 


u® SoQen-Swiss  (July  22.  1976),  at  1-2. 

u*  SoOen -Swiss  (Aug.  10.  1976),*  at  1-2.  As 
noted  above,  the  proposed  amendment  to  Se¬ 
curities  Exchange  Act  Rule  17a-3(a)(9)  was 
discussed  further  In  Securities  Exchange  Act 
Release  No.  13149  (Jan.  10,  1977),  42  FR  3312 
(Jan.  18,  1977) . 

1,0  The  sole  exception  was  the  original  set 
of  comments  filed  by  the  SIA.  See  text  ac¬ 
companying  notes  5-6,  40-43  supra  for  a  sum¬ 
mary  of  the  pertinent  part  of  that  organi¬ 
zation’s  submission. 

BSE,  at  15;  Phlx,  at  19-20. 

**»  NYSE,  at  25. 

“■ SoOen-Swlss  (June  15.  1976),  at  4-5. 
Proposed  NYSE  Rules  309  and  310  were  sub¬ 
sequently  disapproved  by  the  Commission. 
Securities  Exchange  Act  Release  No.  12737 
(Aug.  25.  1976),  41  FR  38847  (Sept.  13.  1976). 

Merrill  Lynch,  at  7. 


FEDERAL  REGISTER,  VOL  42,  NO.  60— TUESDAY,  MARCH  29,  1977 


16766 


PROPOSED  RULES 


any  attention  be  given  to  circumscribing  the 
circumstances  under  wbicb  the  statutory 
exemption  could  be  utilized?  Recognizing 
that  one  of  the  stated  reasons  for  adoption 
of  Section  11(a)(1)  was  conflict-of-interest 
problems  in  the  combination  of  brokerage 
and  money  management,  should  Individual 
Investors  be  provided  with  additional  safe¬ 
guards?  Or  should  a  general  exemption  be 
provided  if  the  broker  money  manager  makes 
a  single  charge  for  his  services  not  based 
on  transactions? 

There  was  a  large  response  to  this 
question  particularly  from  U.S.  broker- 
dealers  which  earn  a  significant  amount 
of  revenues  from  investment  advisory 
fees  and  related  brokerage. 

The  exchanges  were  generally  not  re¬ 
ceptive  to  a  broader  exemption  for  ag¬ 
gregations  of  investments  by  small  in¬ 
vestors  or  an  exemption  based  on  the 
imposition  of  a  single  charge  for  a 
broker’s  services  not  based  on  transac¬ 
tions.  The  Boston  Stock  Exchange  re¬ 
jected  an  exemption  for  pension  funds 
and  preferred  to  rely  on  existing  fraud 
concepts  and  concepts  of  fiduciary  ob¬ 
ligation  to  protect  individual  investors 
against  possible  conflicts  of  interest.  An 
exemption  based  on  a  single  charge  was 
not  endorsed  on  the  ground  that  it  would 
be  related  to  the  cost  and  volume  of 
transactions  and  would  not  eliminate 
any  existing  conflict.125  The  NYSE  sug¬ 
gested  that  current  safeguards  ade¬ 
quately  protect  the  individual  investor 
and  that  the  single  charge  is  not  suffi¬ 
cient  evidence  of  a  lack  of  a  conflict  of 
interest.  That  exchange  favored  expan¬ 
sion  of  the  natural  person  exemption  to 
include  natural  person  members,  but 
it  opposed  any  exemption  for  pension 
funds  or  for  insurance  company  affili¬ 
ates.12'  The  Philadelphia  Stock  Ex¬ 
change,  noting  its  general  disaffection 
with  Section  11(a),  suggested  that 
transactions  for  a  pension  fund  should 
be  subjected  to  strong  regulation  in  or¬ 
der  to  deter  breaches  of  fiduciary  ob¬ 
ligations.127  By  comparison,  the  Amer¬ 
ican  Council  of  Life  Insurance  would  not 
comment  in  the  absence  of  a  more  pre¬ 
cise  focus  on  the  “specific”  transaction. 
It  suggested  that  any  Commission  pro¬ 
posal  for  exempting  aggregations  of  in¬ 
vestments  by  small  investors  should  be 
accompanied  by  an  analysis  of  its  im¬ 
pact  on  competition  pursuant  to  Section 
23(a)  (2)  of  the  Act.  Rejecting  the  rem¬ 
edy  of  an  exemption  based  on  a  single 
fee  charge,  the  American  Council  of  Life 
Insurance  offered  open  membership  as 
the  only  legitimate  alternative  to  Sec¬ 
tion  11(a)(1).128 

One  major  broker-dealer  firm  pro¬ 
posed  exemptions  permitting  it  to  effect 
exchange  transactions  for  that  portion 
of  an  account  managed  by  a  person  with 
which  it  has  no  affiliation  and  for  cer¬ 
tain  types  of  accounts,  (e.g.,  partner- 

“=  BSE,  at  16-16 

'*>  NYSE,  at  25-26 

•»Phlx,  at  20-21. 

'*  Response  of  the  American  Council  of 
Life  Insurance  (June  16,  1976),  at  7-9,  Pile 
No.  87-613.  But  see  Response  of  the  Amer¬ 
ican  Council  of  Life  Insurance  (Peb.  9.  1977) 
Pile  No.  87-613 


ships,  personal  holding  companies,  pro¬ 
fessional  corporations  and  certain  types 
of  trust)  which  do  not  qualify  for  the 
natural  person  exemption.129  It  also  pro¬ 
posed  exemptions  for  odd-lot  transac¬ 
tions  by  a  dealer  not  so  registered  and 
for  transactions  on  behalf  of  syndicate 
members  to  liquidate  positions  which  re¬ 
main  after  the  completion  of  an  unsuc¬ 
cessful  underwriting.180  A  second  brok¬ 
erage  firm  indicated  that  the  advantages 
of  a  single  fee  arrangement  include,  for 
the  broker,  eliminating  the  problem  of 
negotiating  a  rate  on  each  transaction 
and  eliminating  questions  of  "churning” 
— (noting  at  the  same  time,  that  it  might 
be  questioned  whether  any  reduction  in 
activity  was  for  the  purpose  of  reducing 
costs)  and,  for  the  customer,  converting 
capital  expense  (brokerage  commis¬ 
sions)  into  an  ordinary  expense  (man¬ 
agement  fees).  On  the  other  hand,  a 
single  fee  charge,  the  firm  asserted, 
might  dramatically  alter  the  relation¬ 
ship  between  broker-dealers  and  insti¬ 
tutional  investors  through  an  enhance¬ 
ment  of  the  profits  of  the  institutional 
investors  and  greater  pressure  on  com¬ 
mission  rates.131  A  third  firm  expressed 
concern  over  the  meaning  of  the  phrase 
“investment  discretion.”  The  use  of  that 
phrase  in  Section  11(a)  (1)  could  pro¬ 
hibit,  it  believed,  virtually  every  trans¬ 
action  in  which  a  broker  recommends 
any  securities  for  purchase  or  sale  to  any 
type  of  account  not  specifically  ex¬ 
empted.  That  commentator  favored  an 
exemption  based  on  a  one-fee  concept 
applicable  to  all  transactions.132  In  con¬ 
trast,  another  brokerage  firm  preferred 
an  exemption  for  an  instituional  account 
whose  size  does  not  exceed  $200, 000.133 
Yet  another  organization  urged  broader 
exemptions  for  pension  funds  or  other 
aggregations  of  investments  by  smaller 
investors  on  the  theory  that,  in  an  en¬ 
vironment  that  no  longer  allows  pro¬ 
tections  of  cartel  pricing,  there  is  no 
logic  to  preventing  a  broker  from  dealing 
with  any  class  of  potential  investors, 
especially  pension  funds  or  other  groups 
which  are  supervised  by  financially  ex¬ 
perienced  businessmen  and  profes¬ 
sionals.134 

An  extensive  set  of  comments  was 
jointly  submitted  by  eight  member  or¬ 
ganizations  of  the  NYSE  which  act  both 
as  money  managers  and  brokers.  They 
believed  that  the  Commission,  and  the 
Secretary  of  the  Department  of  Labor 
with  respect  to  the  Employee  Retirement 

138  Merrill  Lynch,  at  2,  7.  Accord.  Overseas. 

at  8. 

MerrUl  Lynch,  at  2,  7. 

Response  of  Oppenheimer  &  Co.,  Inc. 
(hereinafter  referred  to  as  Oppenheimer),  at 
10,  File  No.  87-613. 

im  Response  of  H.  O.  Peet  &  Co.,  Inc.,  at  2-3, 
File  No.  87-613.  Examples  of  types  of  trans¬ 
actions  given  by  that  respondent  included 
union  defense  funds,  hospital  or  college  en¬ 
dowment  funds,  funeral  trusts,  charitable 
trusts  or  foundations,  corporate  portfolios, 
and  police  retirement  systems. 

,M  Response  of  F.  L.  Putnam  &  Company, 
Inc.,  at  1,  File  No.  87-613. 

“•Response  of  Shufro,  Rose  &  Ehrman.  at 
1-2,  File  No.  87-613. 


Income  Security  Act  of  1974  (“ERISA”), 
should,  subject  to  appropriate  safe¬ 
guards,  permit  member  firms  to  provide- 
money  management  services  to  institu¬ 
tional  accounts,  including  mutual  funds, 
investment  companies  and  ERISA  ac¬ 
counts,  and  to  effect  transactions  for 
such  accounts.1*  The  objective  of  Section 
11(a)  (1) ,  they  indicated,  was  to  preclude 
institutional  membership  on  the  ex¬ 
changes  but  not  to  discriminate  against 
unaffiliated  member  organizations  which 
provide  discretionary  management  serv¬ 
ices.  Citing  the  1975  Amendments’  goal 
of  increased  competition  through  the 
elimination  of  unjustifiable  restraints 
and  equal  regulation  of  all  dealers,  mar¬ 
kets  for  qualified  securities,  exchange 
members,  and  brokers,  they  asserted 
Section  11(a)(1)  would  run  counter  to 
those  goals.  First,  member  organizations 
are  now  experiencing  difficulty  in  com¬ 
peting  for  new  discretionary  accounts 
and  will  be,  on  May  1,  1978,  completely 
barred  from  competing  with  nonmember 
brokers  which  have  accounts  over  which 
they  or  their  associated  persons  exercise 
investment  discretion.’"  The  result 
would  be  lessened  competition  in  the 
provision  of  money  management  and 
brokerage  services  and  greater  concen¬ 
tration  of  those  functions  in  fewer  en¬ 
tities.  Second,  the  increased  concentra¬ 
tion  and  decreased  competition  would 
not  be  justified  by  the  risk  that  the 
member  will  effect  excessive  trading  in 
managed  accounts  for  the  purpose  of 
generating  commissions.  Those  com¬ 
mentators  pointed  out  that  there  is 
no  evidence  of  widespread  breaches 
of  fiduciary  duty;  that  a  competi¬ 
tive  rate  structure  generally  reduces 
the  potential  for  conflicts  of  interest; 
and  that,  even  if  there  were  abuses,  there 
exist  tested  and  effective  methods  to 
handle  such  conflicts.1*7  Third,  with  re¬ 
spect  to  “churning,”  they  indicated  that 
investors  judge  member  firm  money 
managers  on  the  basis  of  overall  service 
and  performance;  that  member  firms 
offer  a  variety  of  pricing  plans  for  their 
money  management  services  which  per¬ 
mit  investors  to  assess  and  to  avoid  the 
risk  of  excessive  trading;  that  effective 
legal  prohibitions  on  excessive  trading 
in  managed  accounts  currently  exist: 
and  that  appropriate  disclosure  require¬ 
ments  could  be  imposed  on  members  ex¬ 
ecuting  transactions  for  their  managed 
accounts.1*8  Fourth,  they  asserted  that 
Congress  was  uncertain,  at  the  time  of 
the  passage  of  the  1975  Amendments,  as 
to  the  effect  of  negotiated  commission 
rates  and  that  it  indicated  a  need  for 
flexible  Commission  authority  to  re¬ 
spond  to  new  developments.  The  eco- 


188  Eight  NYSE  firms,  at  2-3. 

Accord,  Response  of  Lazar d,  Fr^res  k  Co.  _ 
(hereinafter  referred  to  as  Lazar d  Fr£res), 
at  1-2,  File  No.  87-613. 

Eight  NYSE  Firms,  at  6-7. 

““Id.,  at  8-10.  There  also  was  some  dis¬ 
cussion  of  unfair  allocation  of  securities  be¬ 
tween  accounts  and  “dumping”.  Those  con¬ 
flicts  were  seen  by  the  commentators  to  be 
not  peculiar  to  the  combination  of  money 
management  and  brokerage.  Id.,  at  10.  n.  •. 
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nomic  power  of  Institutional  investors, 
competition  for  their  business  under  ne¬ 
gotiated  rates,  and  the  increased  em¬ 
phasis  on  fiduciary  duties,  particularly 
with  respect  to  ERISA  accounts,  today 
serve,  they  continued,  as  effective  re¬ 
straints  on  conflicts  of  interest  and  ob¬ 
viate  the  need  for  Section  11(a).’* 

Those  member  organizations  also 
stated  that  it  is  in  the  public  interest 
to  encourage  a  large  number  of  invest¬ 
ment  decision  makers  to  offer  services  to 
institutional  accounts.  In  their  opinion, 
a  larger  number  of  participants  in  such 
activities  assures  realistic  pricing  of  secu¬ 
rities  and  greater  depth,  liquidity,  and 
stability  of  the  markets.’" 

In  that  connection,  it  was  also  sug¬ 
gested  that  member  organizations  are 
offering  money  management  services  to 
individuals  and  institutions  whose  busi¬ 
ness  may  not  be  sufficiently  large  or 
profitable  to  secure  the  services  of  the 
major  financial  institutions. 

From  their  viewpoint,  those  member 
organizations  believed  that  their  ability 
to  raise  capital  and  to  preserve  their 
economic  health  depends,  in  light  of  the 
reduction  in  income  from  the  brokerage 
business  under  negotiated  commission 
rates,  upon  alternative  sources  of  income 
such  as  investment  advisory  fees.  That 
group  of  respondents  contended  that  in¬ 
vestment  advisory  fees  are  a  major  sta¬ 
bilizing  factor  in  overall  revenues  and 
aid  members’  long-term  economic  well¬ 
being,  unlike  commission  income,  which 
is  dependent  on  stock  prices  and  volume 
and  therefore  inherently  unstable.’*1  The 
respondents  sought  an  exemptive  rule 
under  section  11(a)(1)(H)  that  would 
allow  exchange  members  to  execute 
transactions  on  the  exchanges  for  ac¬ 
counts  over  which  they  exercise  invest¬ 
ment  discretion  but  in  which  they  have 
no  beneficial  interest.’41 

Question  Eight: 

What  additional  recordkeeping  rules,  If 
any,  will  be  necessary  or  appropriate  to  en¬ 
sure  adequate  documentation  by  members  of 
their  compliance  with  Section  11(a)(1)  and 
the  rules  thereunder?  To  what  extent  should 
exchanges  or  exchange  officials  require  addi¬ 
tional  documentation  in  connection  with 
trading? 

There  were  no  proposals  and  generally 
ho  comments  on  this  question  other 
than,  in  one  case,  opposition  to  any  new 

rules.’48 


'» id.,  at  12. 

**  Id.,  at  13-14. 

1,1  Id.,  at  14-15.  See  also  Perris  &  Co.,  at  1. 
>«!  Id.,  at  15-17. 

«■ •  NYSE,  at  27. 


Question  Nine: 

Has  the  experience  to  date  with  unfixed 
commlsion  rates  affected  in  any  way  the 
reasoning  (and  the  factual  predicates  there¬ 
for)  underlying  the  enactment  of  Section  11 
(a)?  In  an  environment  of  unfixed  com¬ 
mission  rates,  is  Section  11(a)  a  disincen¬ 
tive  to  exchange  membership  on  the  part 
of  current  or  prospective  member  firms 
which  do  not,  or  do  not  propose  to,  maintain 
a  presence  on  exchange  floors?  On  the  part 
of  other  current  or  prospective  members? 
Should  the  Commission  propose  to  the  Con¬ 
gress  any  amendments  to  Section  11(a)? 

The  commentators  generally  found 
little  current  justification  for  Section  11 
(a)  in  light  of  the  advent  of  negotiated 
commission  rates;  they  thought  it  to  be 
a  serious  disincentive  to  exchange  mem¬ 
bership,  but  did  not  favor  any  immedi¬ 
ate  resort  to  amendment  by  legislation. 
The  bulk  of  comments  addressed  the  is¬ 
sue  of  the  validity  of  the  reasoning  un¬ 
derlying  the  enactment  of  Section  11(a). 
The  U.S.  broker-dealers  stated,  among 
other  things,  that  there  is  little  chance 
for  abuse  if  a  firm  does  not  act  as  an  un¬ 
derwriter  or  make  markets;  that  it  is 
too  early  to  draw  any  conclusions;  ’" 
that  negotiated  commission  rates  have 
removed  the  incentive  for  institutional 
membership,  that  is,  the  recapture  of  ex¬ 
cessive  brokerage  fees;1"  and  that  there 
is  no  evidence  of  significant  abuse  aris¬ 
ing  from  the  potential  conflict  of  inter¬ 
est  between  professional  management  of 
money  and  brokerage.147  After  a  detailed 
analysis,  one  larger  brokerage  firm  con¬ 
cluded  that  a  number  of  potential  con¬ 
flicts  of  interest,  except  for  churning 
and  discrimination  among  accounts,  do 
not  arise  from  the  combination  of  bro¬ 
kerage  and  money  management;  that 
such  conflicts  do  not  support  Section  11 
(a) ;  and  that  competitively  determined 
rates  have  resolved  the  institutional 
membership  issue.1"  The  natural  person 
exemption,  that  commentator  further 
argued,  implies  that  Section  11(a)(1) 
was  grounded  upon  a  basis  other  than 
the  prevention  of  conflicts  of  interest 
since  it  fails  to  face  the  reality  that  in¬ 
dividuals  generally  are  not  more  sophis¬ 
ticated  or  protected  than  institutional 
investors.  That  commentator  further 
asserted  that  the  possession  of  an  ex¬ 
change  membership  is  not  necessary  to 


144  Response  of  Barlett  &  Co.  (hereinafter 
referred  to  as  Bartlett  Sc  Co.),  at  1-2,  Pile 
No.  S7-613. 

14i  Merrill  Lynch,  at  9. 

1,4  Ferris  &  Co.,  at  1;  Lazard,  Preres,  at  2; 
Oppenheimer,  at  7-8. 

147  Ferris  &  Co.,  at  1.  See  also  Bartlett  & 
Co.,  at  1. 

144  Oppenheimer,  at  2. 


satisfy  an  adviser’s  fiduciary  obligation 
to  a  managed  account  and  that  regard¬ 
less  of  Section  11(a),  institutions  enter 
the  securities  business  without  an  em¬ 
phasis  on  the  execution  of  affiliated 
business.’" 

Other  submissions  reflected  similar 
views.  One  U.S.  affiliate  of  several  foreign 
banks  contended  that  Section  11(a)(1) 
separates  two  functions,  i.e.,  broker  and 
money  management  .which  are  comple¬ 
mentary  and  have  been  historically  con¬ 
ducted  abroad  by  one  organization,  and 
that  the  pressure  for  institutional  mem¬ 
bership  has  been  substantially  eased,  if 
not  eliminated,  by  negotiated  commis¬ 
sion  rates.’"  The  Boston  Stock  Exchange 
and  the  NYSE  suggested  that  experience 
to  date  has  not  vindicated  the  reasoning 
underlying  the  enactment  of  Section 
11(a).  Nonetheless,  they  felt  that  Section 
11(a)  creates  a  disincentive  for  exchange 
membership  if  a  person  provides  both 
money  management  and  brokerage  serv¬ 
ices.’51  After  tracing  the  history  of  Sec¬ 
tion  11  (a)  and  its  predecessor.  Rule  19b- 
2,  the  Philadelphia  Stock  Exchange  con¬ 
cluded  that,  while  competitive  commis¬ 
sion  rates  have  lessened  the  incentive  for 
institutional  membership,  an  institution 
should  have  the  right  to  join  an  ex¬ 
change.  Denial  of  such  a  right,  it  urged, 
unfairly  penalizes  and  restricts  the  in¬ 
stitutions  in  regard  to  direct  access  to 
the  exchanges.’" 

The  exchanges  and  other  commen¬ 
tators  either  favored  a  delay  on  legisla¬ 
tive  proposals  in  order  gain  experience 
under  Section  11(a)  ’“  and  to  consider 
modifications.184  or  flatly  opposed  any 
amendments.'"  The  NYSE,  however, 
proposed  an  amendment  to  extend  Sec¬ 
tion  11(a)(1)  to  apply  to  any  “dealer” 
effecting  trades  in  “any  market.” 


Oppenheimer,  at  4-11. 

ABD,  at  2. 

“J  BSE,  at  17;  NYSE,  at  27. 

w  Phlx,  at  6-7. 

“*  Overseas,  at  8. 

154  Oppenheimer,  at  11. 

106  BSE,  at  17;  Merrill  Lynch,  at  9. 

154  NYSE,  at  27.  The  SIA  Initially  proposed, 
under  certain  conditions,  a  broadening  of 
the  scope  of  Section  11(a).  See  text  accom¬ 
panying  notes  5-6,  40-43  supra.  Its  initial 
position  was  later  retracted.  The  NYSE  also 
sought  exemptions  to  cover  the  situations  in 
which  (1)  a  member  has  an  Inventory  re¬ 
maining  from  a  prior  offering  and  wishes  to 
dispose  of  those  shares,  (2)  there  is  an  order 
imbalance  in  a  specific  security  on  the  floor 
which  requires  member  assistance  to  the 
specialist,  (3)  there  is  a  special  block  trans¬ 
action  under  particular  NYSE  rules,  and  (4) 
bond  trading  on  the  floor.  NYSE,  at  7-9. 
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